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EARLY DEVELOPMENTS IN 
AMERICAN AUDITING 


C. A. MOYER 
Professor, University of Illinois 


T IS NATURAL that recent developments 
[= auditing receive considerable at- 

tention from accountants. However, 
early developments and an examination of 
the influences which brought about these 
early changes, in addition to being in- 
teresting in themselves, may lead to a 
better understanding of what is happening 
in the present and may offer clues to what 
future trends may be. The literature and 
other information available which relates 
to auditing in America up to about the 
beginning of the twentieth century seem 
to indicate that auditing was then com- 
pleting its first major phase of develop- 
ment. 

The first audits in America were of 
course patterned after the British general 
audit. In fact, much of the auditing work 
was done by visiting British auditors re- 
tained by British investors in American 
corporations. It is generally recognized 
that auditing in Great Britain had been 
instituted to a great extent by specific 
statutory requirements. The principal 


function of an audit was considered to be: 


an examination of the report of steward- 
ship of corporation directors, and the most 
important duty of the auditor was to de- 
tect fraud. The search for defalcations re- 
sulted in a minute, painstaking check of 
the bookkeeping work done by the em- 
ployees of the client. Almost all of the time 


of the auditor’s staff was devoted to check- 
ing footings and postings in detail, in 
looking for bookkeeping errors, and in 
comparing the balances in the ledger with 
the trial balance and with the statements. 

This detailed type of audit was no doubt 
well-suited to British needs at the time. 
No attempt will be made in this discussion 
to trace the influences which led to the 
extensive general audit required by statute 
in Great Britain. It is probably sufficient 
to point out that the early industrial his- 
tory and the practices of early corpora- 
tions in Great Britain were primarily re- 
sponsible for the establishment of required 
audits in connection with reports to stock- 
holders. 

Inasmuch as statutory audits were not 
present in America, and British auditors 
were available to do much of the work, the 
accounting profession grew slowly in this 
country in the nineteenth century until 
near the turn of the century. A study of 
occupational directories' shows that in 
New York City, 31 local practitioners were 
listed as public accountants in 1880, 66 in 
1890, and 183 in 1899. In the city of 
Chicago only 3 were listed in 1880, 24 in 
1890, and 71 in 1899. Display advertise- 
ments published in the same directories 


1“TDirectory of Early American Public Account- 
ants,” Bulletin No. 62, Bureau of Economic and Busi- 
ness Research, University of Illinois, 1942. 
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give some idea of the type of service of- 
fered to the public. 

“Complicated, disputed and confused ac- 
counts, also accounts of executors, trustees 
and estates in assignment investigated and 
stated. Books opened and closed. Suspected 
accounts confidently examined. Partnership 
settlements made” (1881). 

“Books opened and closed, commercial 
branches taught. Highly recommended by 
banks, business houses. Proving arithmetic, 
detecting errors in trial balance, computing in- 
terest and discount, averaging accounts” 
(1886). 

“Railroad, industrial, banking, commercial, 
corporation, syndicate, and general account- 
ing. Books designed, opened, kept, examined, 
adjusted, audited and balanced” (1894). 


Announcements of this nature indicate 
to some extent the nature of American 
auditing during this early period and also 
reflect the influence of British auditing 
upon early American practice. In the first 
edition of his text,? Robert H. Mont- 
gomery, a contemporary observer, called 
the early audits “bookkeeper audits.” The 
program of examination usually consisted 
of vouching all cash disbursements, check- 
ing all footings and postings, checking the 
ledger to the trial balance and the trial 
balance to the financial statements (pp. 
80-81). He estimated that three-fourths 
of the audit time was spent on footings 
and postings, whereas experience had 
shown that three-fourths of the defalca- 
tions were hidden by failures to account 
for income or cash receipts (p. 258). 

In a backward look over his career® the 
same author later repeated the opinion: 
“Much of our time in those days was con- 
sumed in the endless checking of postings 
from one book to another” (p. 14). “‘Fre- 
quently books had been out of balance for 
months or years, and the finding of the 
errors was a terrific task....In some 
audits, and not only small ones, we verified 


2 Auditing Theory and Practice, Ronald Press, New 
York, 1912. 
3 Fifty Years of Accountancy, privately printed, 1939. 


every footing and every posting” (p. 19). 
The auditor fifty years ago . . . “‘was little 
recognized because the matters which were 
referred to him were relatively unimpor- 
tant and this unimportance tended to re- 
duce him to the level of a clerk” (p. 316). 

Little auditing literature appeared in 
America during the nineteenth century, 
but the small amount available does throw 
some light upon the changes taking place. 

H. J. Mettenheim’s A uditor’s Guide ap- 
peared in 1869. Its sixteen pages hardly 
furnish a guide to auditing. Suggestions 
are given for preventing fraud: require all 
entries to be clear, full, explicit; rule in 
money columns to prevent slovenly work; 
make it the duty of the cashier to have a 
voucher for every payment; require a 
record of the detailed composition of every 
bank deposit. Directions are given so the 
proprietor can audit his own cash book 
“as an easy and pleasant summer recrea- 
tion”’: test the cash book additions; look 
for forced balances, for offsetting errors, 
for payments on spurious notes payable, 
and for charges to merchandise of ex- 
penses that should go to the bookkeeper’s 
personal account. 

G. P. Greer’s Science of Accounts, pub- 
lished in 1882, contained some significant 
sections, some of which are summarized 
below: 

General remarks: Proof should be sought 
outside the books in the statements of debtors 
and creditors themselves for comparison with 
the books; for example, call in the pass books 
of the depositors in a bank under audit. Watch 
for omitted postings from the books of original 
entry; where totals are not passed through the 
journal, omissions easily occur. When the 
receipts and disbursements pass through the 
hands of a treasurer and cashier, and different 
collecting or disbursing clerks, the accounts 
should be arranged to check and prove each 
other. All obligations of the corporation should 
be authorized by vote of the directors. All pay- 
ments of large amount should be made by 
check or draft on a bank of deposit. 

Capital stock: Critically compare the origi- 
nal issue and subsequent issues with the 
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journal entries and stock ledger. Compare 
transferred stock with the stock ledger, 
transfer book, cancelled certificate, and stub 
outstanding. Compare the stub total with the 
capital stock account, “great care being taken 
to detect, if possible, the overissue of stock, if 
any there be, or any errors in the transfer and 
cancellation of legitimate shares.’’ Analyze and 
compare the reserve fund and surplus profits 
with the dividend account, the amount of net 
profit, and the requirements of statutory law. 

Cash: Trace receipts to sources, and pay- 
ments to purposes for which disbursed; count 
and scrutinize the cash on hand, verify cash on 
deposit by bank pass book or official state- 
ment. 

Accounts receivable: Trace to origin and 
check the valuation estimated; as to accounts 
past due or long unsettled, inquire regarding 
the cause, and investigate the parties’ stand- 
ing. 


The author also describes procedures to 
be followed for examination of real prop- 
erty, losses other than regular expenses, 
accounts and bills payable, and bills re- 
ceivable. He describes the inter-compari- 
son of ledger, trial balance, closing entries, 
balance sheet, and profit and loss state- 
ment, but does not mention footings and 
postings. Apparently he does not attempt 
to describe a “complete audit” as it was 
known at that time, but it is significant 
that the procedures suggested involve the 
securing of evidence outside the books for 
certain of the assets and liabilities. This 
outline indicates that something different 
than a “bookkeeper audit” was being 
developed. 

New York State adopted its first CPA 
law in August, 1896. A book of unofficial 
answers to examination questions ap- 
peared soon after several examinations had 
been given. This was The American Ac- 
countant’s Manual by Broaker and Chap- 
man. One of the questions on auditing 
was this: “‘In an audit where an exhaustive 
detailed examination of the books is not 
stipulated or not practicable, what exam- 
ination is essential to assure their general 
correctness?” The authors’ answer was: 
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‘“‘An audit under limitations may imply any 
degree of thoroughness from an exhaustive ex- 
amination of every detail to a mere cursory 
review of generalities, the object of each par- 
ticular audit and the opportunities afforded in 
each case governing the extent to° which it 
may be carried. 

“However, to insure the general correctness 
of the accounts, the footings of all the books of 
original entry should be verified, journal 
entries of an exceptional character scrutinized, 
and the postings to all nominal, representative 
and special accounts, both as to aggregate 
amounts and separate items, should be 
checked. An audit, to be at all effective, should 
also include the examination of vouchers for all 
cash payments and the verification of the final 
cash balance. 

“While such an audit is distinguished by the 
commission to check the postings to the in- 
dividual customers’ and creditors’ accounts 
throughout, it is practicable where advanced 
systems of bookkeeping are employed to agree 
them in the aggregate, and it is advisable in 
any event to call over a few of the postings to 
the individual accounts covering a day here 
and there, and in like manner to examine in- 
voices for purchases, and check extensions for . 
a partial test of their accuracy.” 


It should be noted that “in an audit 
where an exhaustive detailed examination 
of the books is not stipulated or not 
practicable” it was still considered neces- 
sary to foot all books of original entry, to 
check all postings to the general ledger, 
and to vouch all cash payments. However, 
it was considered acceptable procedure to 
reduce the time required, by omitting or 
merely testing the postings to the personal 
accounts, and similarly examining only 
part of the invoices for purchases, and 
checking only part of the extensions. 

F. S. Tipson, a New York CPA, pub- 
lished his Auditing in 1904, in which he 
used the auditing questions given in New 
York from 1896 to 1902. Several of the 
questions involved conditions where it 
was not feasible to conduct a complete 
examination. His answers showed some 
shortening of the program by sampling, 
but indicated that all books of original 
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entry should be footed, and that the cash 
book transactions should be vouched com- 
pletely. Also, “the balance sheet should be 
taken in hand, to see that it is a fair ex- 
pression of the Assets and Liabilities of the 
business as of the date it bears on its face.” 

By the end of the nineteenth century 
the literature and practice reflected quite 
clearly the direction being taken in Ameri- 
can auditing as British audit procedures 
became adapted to American needs. A 
memorandum of interim work done in ad- 
vance of a year-end audit, which was 
copied by permission from the files of one 
of the oldest firms in this country, prob- 
ably shows the changes taking place more 
clearly than does the literature. The work 
performed covered nine months of the 
client’s business ending September 30, 
1900. 


Counted cash on hand. 

Checked bank reconcilements. 

Checked vouchers with cash book, also de- 
posits to bank, and pay roll into cash book to 
October 23, 1900. 

Checked postings of monthly total from 
cash book to general ledger from January 1 to 
September 30—also postings of general ledger 
column in cash book to general ledger for July, 
August, and September. 

Checked postings from Journal to General 
Ledger for July, August, and September, and 
monthly totals from Journal to General Ledger 
for nine months ending September 30. 

Checked monthly totals of Invoice Book to 
General Ledger for nine months ending Sep- 
tember 30. 

Checked monthly totals from Returns Book 
to General Ledger for period. 

Checked Sales Ledger monthly totals to 
General Ledger for period. 

Checked Settlement Book monthly totals 
to General Ledger for period. 

Checked entries from Settlement Book to 
Cash Book for January, February, and March. 

Checked monthly totals of Stock Journal” 
to General Ledger for period. 

Checked footings of monthly summaries in 
Invoice Book. 

Analysed following accounts: 

Merchandise account. 
Manufacturing account. 


General Expense account. 

Machinery account. 

Boston Improvement account. 

New York Improvement account. 
Verified footings of Pay Roll for July, 1900. 
Checked following trial balances: 

General Ledger. 

Sales Ledgers Notes Receivable. 

Stock Ledger (returned products). 

Stock Ledger (Consignments). 

Agencies (product). 

Accounts Payable and Agents Ledger. 


It should be noted that postings were 
checked completely only for monthly 
totals to the general ledger; other postings 
were checked for three months. The only 
footings checked were the monthly sum- 
maries in the invoice book, and the pay- 
rolls for one month. A number of impor- 
tant accounts were anlayzed. This tech- 
nique was not emphasized in contemporary 
writings, but its use was expanded rapidly 
in practice. 

A book of selected articles under the 
title of The Science and Practice of Auditing 
was compiled in 1903 by E. H. Beach and 
W. W. Thorne. This book reproduced some 
of the few contributions which had been 
written in this country on auditing but did 
not present a unified, comprehensive treat- 
ment of the subject. Most of the material 
was very compact and stressed the me- 
chanical details of auditing. For example, 
the opening paragraph of the ‘general pro- 
gram or auditing plan” contained in an 
article by the two authors reads as follows: 

“Check all postings, at least all those in the 
cash book and nominal and private ledgers. 

Vouch the cash book and petty cash book; 

check the additions thereof; verify the balances 

at bank and on hand. Check the ledger bal- 
ances and additions of all ledgers; where all 
postings are not checked, compare the balances 


of each ledger with the corresponding adjust- 
ment account.” 


The conclusion is inescapable that no 
important American auditing literature 
had appeared up to this time. It is obvious 
however, that the “bookkeeper audits,” 
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modeled after British general audits of 
directors’ stewardship and directed to- 
ward discovery of defalcations, did not 
continue to be typical American audits. 
Frank G. Short, a professional accountant 
who has had extended experience in audit- 
ing practice in the United States, describes 
this transition as being a change from de- 
tailed audits to test audits. Auditors in- 
corporated the idea that “it was not neces- 
sary to make a detailed examination of 
every entry, footing, and posting during 
the period in order to get the substance of 
the value which resulted from an audit... 
the second phase of the development of 
auditing retained the viewpoint of the de- 
tailed auditor, but resulted in a less total 
quantity (and cost) of detailed audit 
work.’”* 

Although the adoption of sampling pro- 
cedures probably represented the most im- 
portant development in auditing during 
this period, other changes were beginning 
to appear, as indicated in the preceding 
references. Account analysis was playing 
a more important part in the audit pro- 
gram. This development also seems to 
represent no departure from the point of 
view of the detailed auditors, for it seems 
to represent originally a substitute for the 
enormous quantity of detailed audit work 
formerly done in audits. 

A third development during this period 
does seem to portray the beginning of a 
difference in point of view by the auditor. 
Methods adopted for verification of trans- 
actions by securing of evidence outside the 
records of the client implies that auditors 
were finding it desirable and necessary to 
consider more than mere clerical accuracy 
and detection of fraud. Closer examina- 
tion of the valuations of assets and liabili- 
ties also reflects the beginning of the as- 
sumption by the profession of broader 
audit objectives. 


‘ “Tnternal Control from the Viewpoint of the Audi- 
tor,” The Journal of Accountancy, Sept., 1940, p. 226. 


These developments did not just hap- 
pen. Although the first audits in the 
United States were patterned after British 
audits, changes occurred gradually which 
represented adaptations of earlier pro- 
cedures to American business conditions 
and American needs. Some of the many 
factors which had an influence on early 
American auditing are discussed briefly be- 
low. 

Great Britain had found it desirable to 
require statutory audits. The United 
States was a new, expanding country with 
little industrial history behind it, and with 
no such requirements. In this country it 
was necessary that the benefits derived 
from an audit be apparent to a client in 
order that he would be willing to incur the 
cost of such an engagement. The detailed 
procedures followed in Great Britain soon 
were found to be too costly to clients who 
could decide for themselves whether or not 
an auditor was engaged. Consequently 
testing or sampling methods for checking 
footings and postings were introduced and 
more and more widely adopted as time 
passed. The necessity of reducing the 
audit time spent on checking bookkeeping 
details became more apparent as American 
businesses increased in size. 

The many corporation mergers effected 
during the last decade of the nineteenth 
century increased the complexity of busi- 
ness operations in the United States and 
gave a considerable impetus to the ac- 
counting profession. For example, 199 
consolidations or mergers were completed 
between 1885 and 1900; of these 78 were 
completed in 1899. The separate interests 
of the several established companies to be 
combined needed reliable data in order 
that the combination would be accom- 
plished in an equitable manner. Depend- 
able data on such things as earnings, 
property values, debts, and financial trends 
were needed, and professional accountants 
were called upon to supply this informa- 
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tion. A new and broader opportunity for 
service thus opened up for American pub- 
lic accountants. Not only were they called 
upon to conduct audits of different scope 
and purpose than formerly, but also they 
often installed accounting systems for 
merged companies, assisted in reorganiza- 
tions, and prepared statements for con- 
cerns in receivership or in bankruptcy. 
Another important factor in this early 
period was the increasingly wide use of 
single-name paper for short term loans in 
place of other methods of short-term bor- 
rowing such as bills of exchange and trade 
acceptances. No attempt will be made to 
examine here the conditions after the Civil 
War which led to the widespread business 
practice of granting cash discounts and the 
resulting use of direct personal loans from 
banks. It is significant, however, that this 
method of short-term financing led to the 


need for credit investigations. The services 
performed by professional accountants in 
this connection began to affect the pro- 
cedures followed. 

From this brief survey it will be evident 
that by the beginning of the twentieth 
century American auditing was still in an 
immature stage. Yet growth and change 
were taking place. Local conditions had 
brought about some new developments in 
procedure, most of which reflected the de- 
sire and the necessity of reducing the audit 
time spent on an engagement. Beneath the 
surface, however, the possibilities of audit 
services relating to the growing separation 
of management and owners, to credit 
granting, to system installations, and to 
various financial matters, were beginning 
to transform the detailed examinations of 
the bookkeeper’s work into auditing as we 
have come to know it. 


EDITOR’S NOTE—CORRECTION 


In the article “Accounting for Leaseholds” by Fred O. Bogart, which appeared 
in the October, 1950 issue, an error in printing was unfortunately made on page 419. 
The third sentence from the end of the article should have appeared as follows: 


This is the allocation of the cost incurred for the fifth year to the fifth year. 
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SOME CHALLENGES TO ACCOUNTING* 


Gay CARROLL 
Comptroller, Humble Oil & Refining Company 


the first annual reunion of Theta 

chapter of Beta Alpha Psi. It is a 
pleasure to meet and talk with men who 
are about to begin a career in accounting. 
I am also pleased to see so many distin- 
guished exes—men who have achieved 
success as independent public accountants, 
industrial accountants, tax accountants, 
accounting educators, and through ac- 
counting training, as representatives of 
business management. I cannot think of a 
more suitable background than the one we 
have this morning for a discussion of ac- 
counting: a discussion of what accounting 
has accomplished, what it has not accom- 
plished and what its future may be. 

First let me give you the general pat- 
tern of our discussions this morning. Let 
us look at some of the current develop- 
ments in business that have tended to in- 
crease the importance of accounting and 
to throw down new challenges to the pro- 
fession. Then let us see how successful ac- 
counting has been in picking up these 
challenges and in meeting the new re- 
sponsibilities that have been handed it 
during the past several decades. Finally, 
if we find that accounting has been found 
wanting in some respects, let us see what 
can be done to correct its shortcomings. I 
want to tell you in advance that I shall do 
some criticizing, but I shall criticize under- 
standingly because I am also on the re- 
ceiving end of this criticism. I was some- 
what reluctant to talk about the failings 
of accounting because I do not want to 
dampen the enthusiasm of young men for 
their profession. But I believe the “hits 


| AM HAPPY to be here this morning at 


* This paper was presented at the Theta Chapter of 
a Alpha Psi, University of Texas, on October 21, 
50. 


and runs” columns of our accounting box 
score are sufficiently gratifying that we 
should not flinch as our eyes turn to the 
errors column. You young men will soon 
have a chance to do something about the 
opportunities of accounting. It is my 
opinion that if you are to be successful 
you must at all costs avoid complacency or 
a feeling of satisfaction with the status quo 
of accounting. I mention this because ac- 
countants are inclined to talk about the 
need for accounting to be given the recog- 
nition it rightly deserves in business and 
society. Let us turn this one around a bit 
and place more of the burden on account- 
ing. Let us say that accountants should do 
everything possible to improve accounting 
processes so that they will become more 
useful to business and society. In my 
opinion, accounting will be given whatever 
recognition it rightly earns—no more and 
no less. 

Now to the current trends. First, I 
would list the heated debate that has 
grown up around the distribution of the 
national income and hence around the ac- 
counting processes used to compute cor- 
porate net income. This has been the re- 
sult of the prevailing economic, social, and 
political conditions of the day. As you are 
familiar with these, I shall do no more than 
list them very briefly. They are as follows: 
the decline in the purchasing power of the 
dollar; higher wages and higher prices; 
full employment; a falling off in the output 
per day of individual workers; a continued 
excess of demand over supply of goods; 
production for defense and for aid to for- 
eign countries; a much higher level of 
dollar profits, as distinguished from real 
profits; a general weakening of the natural 
competitive forces that promote efficiency 
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in business operations; the unprecedented 
requirements for replacement and expan- 
sion of plant and productive facilities; 
the launching of new enterprises, new prod- 
uct lines, and new production methods; 
the growth of the population; an improve- 
ment in the general standard of living; 
higher taxes; and the rise in power and 
influence of labor. 

The result of all of these conditions is 
that workers are asking more for shorter 
working hours than ever before. Industry 
is enjoying high dollar profits resulting 
not so much from its traditional ingenuity 
and operating efficiency as from favorable 
trading circumstances and the decreased 
purchasing power of the dollar. The con- 
sumer wonders why prices cannot be de- 
creased, and the stockholder thinks divi- 
dend payments should be increased. In a 
situation such as this it was bound to hap- 
pen that the methods of determining cor- 
porate income would be placed under fire. 
Business management, while desirous of 
dealing fairly with employees, stockhold- 
ers, and consumers, is justifiably anxious 
that false impressions not be conveyed 
about what can be done with inflationary 
profits and has urged accountants to find 
ways of arriving at a net income figure 
that would be more realistic in present-day 
economic conditions. Labor, on the other 
hand, is keenly interested in methods of 
financial reporting and is apt to be some- 
what skeptical of changes that would tend 
to cause fluctuations of corporate profits. 
Here you have the challenge to accounting 
—to resolve controversial accounting is- 
sues and to exert a favorable influence 
over the thinking of business manage- 
ment, labor, and the public in the inter- 
pretation of the financial results of busi- 
ness operations. It is a challenge to im- 
prove the objectivity, a challenge to im- 
prove comparability, a challenge to im- 
prove the ease of understanding and pub- 
lic confidence in our financial reports, as 


well as a challenge to develop special re- 
ports for dealing with special problems 
such as wage controversies or dividend 
considerations. If we do not meet these 
challenges, I am fearful that others may 
try to do the job for us and to impose their 
views on us. 

Next among our current trends, let us 
mention the growth, complexity, and 
highly technical nature of business opera- 
tions today. Increases in scale of opera- 
tions and in volume of goods manufac- 
tured and sold have made the problem of 
business management ever more difficult. 
While this trend has been noticeable for 
many years, it seems to have become more 
intensified than ever as a result of the 
technological advances and increased con- 
sumer demand that have followed World 
War IT. Our businesses have become more 
subject to rapid change, better engineered, 
and more scientific in their methods. The 
watchword of success in this picture is 
alert and intelligent change. Overnight 
we find that we must change our products, 
our prices, our productive tools, our tech- 
niques of production, and our advertising 
and distribution methods. As always, the 
basis of sound decisions must be rooted in 
sound analyses of business data—data 
which reflects the results of the past and 
indicates reasonably the possibilities of 
the future. Here we have another real 
challenge—to develop cost finding meth- 
ods that will be sensitive to changing 
business and economic conditions and will 
provide the basis for timely operating 
decisions. 

Closely related to this challenge is the 
increasing opportunity for accounting to 
assist the management in coordinating the 
performance of the organization with its 
objectives. As a corporation grows in size 
it takes on many new activities and us- 
ually spreads out over a wider geograph- 
ical area. Decentralization of operations 
and delegation of authority become in- 
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creasingly necessary, as managers become 
further removed from contact with physi- 
cal operations. More and more reliance 
must be placed in control reports, audits, 
and records of various types in order that 
the managers at various levels may check 
up periodically on the performance of 
their subordinates. Accounting can do 
much more than it has in the past to bring 
to the attention of managers instances 
where policies are not being carried out 
and instances where the execution of a 
policy is not producing the desired results. 
I could go on at length about the current 
opportunities of accounting to serve as a 
tool of management, but more about that 
later. We shall leave the subject now with 
the observation that, in the light of rapidly 
changing conditions, the tool is as yet a 
somewhat crude implement—that, if it is 
really going to get the job done, it must 
be given more precision and polish and a 
much sharper cutting edge. 

The participation of government in the 
affairs of business is well known to all. It 
has been with us for several years and is 
thus not a new trend. It has special sig- 
nificance today, however, when there is so 
much controversy over accounting policies 
and methods. If these controversies are 
not resolved satisfactorily, we may even- 
tually have government bureaus telling 
us how we are to keep our accounts. Let us 
not consider this a remote possibility. 
Unless we accountants take steps to elim- 
inate the contradictions and lack of com- 
parability in our financial reports, the con- 
troversy over business profits may easily 
lead to political pressures that would 
authorize the federal government to regu- 
late financial reporting. I believe this is an 
important challenge to accounting, not 
solely in the field of financial reporting but 
in the whole area of promoting an under- 
standing of the financial facts of business 
so as to make it unnecessary for govern- 
ment to regulate accounting for business 


in the future. 

Another trend that is being clearly ob- 
served today is the rising cost of doing 
accounting and clerical work. Gentlemen, 
I can assure you that this problem is not 
only a big challenge; it is also a very diffi- 
cult one. During the period 1900 to 1940 
the number of clerical workers in American 
industry increased 350 per cent while the 
total number of wage earners increased 
only 87 per cent. Although I do not have 
the figures for 1950, I know from expe- 
rience that the picture is getting worse in- 
stead of better. We must do something to 
level out this trend. There is some com- 
pelling evidence in favor of the belief that 
the ratio of clerical workers to workers of 
other types increases with the size of the 
organization. This is one of the “penalties 
of bigness” which is best illustrated by our 
federal government, where bureaucracy 
thrives not only because of the political 
influence but also because sheer size of the 
organization makes it unwieldy and diffi- 
cult to control administrative costs, elim- 
inate duplication of functions, and eval- 
uate the profitability of paper work. Ac- 
countants must assume the major share 
of the responsibility for holding the ad- 
ministrative burden of industry within 
tolerable boundaries. We must study our 
office methods and systems carefully in an 
attempt to find more economical ways of 
doing accounting and clerical work. We 
must treat each report, record, or office 
procedure as a potential opportunity for 
cost reduction that must stand or fall 
strictly on the basis of its profitability to 
the business. 

Now I want to mention a trend which I 
believe offers a great deal of hope as well 
as a challenge to men who are planning a 
career in industrial accounting. The broad 
experience afforded through accounting, 
which comes in contact with every phase 
of modern business, provides a direct road 
toward management unequaled by any 


S 
d 
e | 
ir 
d 
yf 
r 
e 
l 
e 
s | 
t 
| 


12 


other professional pursuit. Here are the 
names of a few men, gathered at random, 
whose accounting training and experience 
have assisted them in becoming executive 
vice presidents and presidents of well 
known companies: 


Presidents 


Robert G. Dunlap, Sun Oil Co. 

S. A. Swensrud, Gulf Oil Co. 

Walter P. Marshall, Western Union Telegraph 
Co. 

J. J. Russell, Revere Copper and Brass, Inc. 

David H. Harshaw, John B. Stetson Co. 

Earl G. May, McLellan Stores Co. 

Henry Z. Walck, Oxford University Press 

Lawrence Cowen, The Lionel Corp. 

Frank L. King, California Bank 

Granville H. Bourne, The Commonwealth and 
Southern Corp. 

Wm. H. Garbade, Deep Rock Oil Co. 


Executive Vice Presidents 


J. H. Wimberly, Houston Natural Gas Co. 
E. A. Kleinschmidt, York Corp. 

H. A. Gidney, Gulf Oil Corp. 

R. C. Gaugler, American Cyanamid Co. 


There are many others. No longer can 
it be said that accounting does not pro- 
vide a channel to the top. It has now been 
written into the record that the opportuni- 
ties through accounting are open to you. 

The success of the men I have just 
named suggests another trend, which I 
have observed with a great feeling of pride, 
in the gradual acceptance of accounting 
as one of the recognized professions. The 
continuation of this trend presents a fur- 
ther challenge, social in nature, that must 
also be met if the full benefits of our tech- 
nical capabilities are to be realized. This 
challenge is one of developing to the full- 
est degree all of those personal character- 
istics that mark the professional man, 
whatever his technical field may be. 
Among such qualities are integrity, re- 
sourcefulness, initiative, enthusiasm, tact, 
poise, and dignity. If these attributes can 
be developed in proportion to the account- 
ant’s technical abilities, it will serve to 
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raise accounting to a higher plane of recog- 
nition in all phases of business activity. 
In so doing, the opportunities that exist 
for professional and civic services must 
not be overlooked. Organizations such as 
Beta Alpha Psi, the American Accounting 
Association, the Controllers Institute, 
National Association of Cost Accountants, 
the American Institute of Accountants, 
and the Institute of Internal Auditors are 
all playing an increasingly important role 
in achieving recognition for accounting as 
a profession. Each of us should be expected 
to contribute our services to the further- 
ance of the objectives of these worth- 
while accounting organizations. Our ef- 
forts in meeting the social challenge of 
business will serve to round out our efforts 
in the technical field and better equip us 
to reach a new high in achieving recogni- 
tion for accounting as a profession. 

Now let us talk about the disappoint- 
ments of accounting. I regret that this dis- 
cussion may somewhat parallel the list of 
challenges we have just been over, be- 
cause this means that the challenges have 
either not been accepted or have been at- 
tacked without success. First I must men- 
tion the lack of agreement and the con- 
tradictions in the field of financial account- 
ing policies. In my opinion, we do not have 
consistency of accounting policies either 
between industries or between members 
of the same industry. Some of the diver- 
gent practices that are condoned as “gen- 
erally accepted accounting principles” in 
published statements, duly certified, are 
most puzzling, even to many professional 
accountants. It is difficult to imagine what 
the public and the layman think about 
them. I should think they might wonder 
what does actually determine whether a 
given practice is to be generally accept- 
able—force of habit, the desires of the 
reporting company, or perhaps even a bit 
of expediency? Let me give you some con- 
crete examples in the oil industry. Ido 
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not mean to pick on the oil industry or to 
imply that it is any worse than the others; 
[ just happen to be familiar with it as a 
case example of contradictions between 
the practices of members of the same in- 
dustry. 

“Intangible development costs” is the 
term generally used to represent all of the 
costs, other than recoverable equipment 
costs, of drilling an oil well and placing it 
in readiness for commercial production. 
Representing about 85 per cent of the 
total cost of drilling a well, it includes 
labor, transportation, tool rental, and 
payments for a wide variety of special 
services. As you perhaps know, the cost 
of the drilling program usually runs from 
about 60 per cent to 80 per cent of the 
total capital expenditures budget of an 
oil producing operation. Intangible de- 
velopment costs, then, constitute a pretty 
big slice of the capital expenditures pro- 
gram. The accounting treatment given 
them, as between capital or expense, has 
a very material effect on income of any 
given year and on the comparability of in- 
come between years and between com- 
panies. If they are expensed the obvious 
result will be that one of the major charges 
against income will fluctuate in direct 
proportion to the size of the capital ex- 
penditures program. Wouldn’t you expect 
to find uniformity of treatment of such an 
important item as this? You might expect 
to, but you wouldn’t find it. Either way 
you care to do it, the same firm of inde- 
pendent certified public accountants will 
certify your statements as being in ac- 
cordance with generally accepted account- 
ing principles. 

Exploration expenditures for the pur- 
pose of developing favorable drilling op- 
portunities and acquiring drilling rights 
constitute another major cost of staying in 
business in the oil industry. Here there is 
even less continuity and consistency of 
practice than in the case of intangible de- 
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velopment costs. There is a host of differ- 
ent treatments of the various types of 
exploration costs, some companies pre- 
ferring to expense all of such costs, others 
to capitalize a sizeable portion, and still 
others being undecided and changing 
their practices about as often as they 
please. Apparently, just about anything 
you want to do with these costs will meet 
the test of “generally accepted accounting 
principles.”’ 

Let us consider another example. It is 
a generally accepted accounting principle 
in the oil industry that the cost of dry 
holes be expensed. One would think that 
here is a case where we really have uni- 
formity. But what about the wildcat wells 
that are not complete at the end of the 
year when we prepare our statements? 
We know from experience that a pretty 
high percentage of them will be dry. Some 
companies will expense all of the costs of 
such wells incurred to date, others a cer- 
tain percentage, and still others will leave 
the entire cost in the capital accounts as 
“Incomplete Construction.” So we find 
that even where there appears to be uni- 
formity, uniformity may in fact not exist 
because of differences in application of the 
principle. 

The lifo method of inventory valuation 
offers another example. Today there are 
almost as many versions or adaptations 
of lifo as there are industries, multiplied 
by the number of companies within each. 
In some industries, we even use statistical 
indices to compute the lifo valuation of 
inventories, and the special methods of 
applying lifo in certain other cases amount, 
in effect, to statistical methods. Here 
again we have apparent uniformity which 
is really no uniformity at all. 

Other industries have similar contra- 
dictions, and the inconsistencies of treat- 
ment of problems that are basically alike 
between industries are perhaps even more 
striking. A year or two back when the 


og- | 
ity. § 
xist § 
ust 
| as 
ing 
ite, 
nts, 
nts, 
are 
role 
as 
ted 
er- 
th- 
ef- 
of 
us 
ni- 
int- 
lis- 
t of 
be- 
ave 
at- 
en- 
on- 
int- 
ave 
her | 
ers 
er- 
ren- 
| 
are 
nal 
hat 
out 
der | 
ra | 
the 
bit 
on- 
do 


14 The Accounting Review 


clamor over depreciation and high replace- 
ment costs reached its highest din, a num- 
ber of corporations took special action on 
the problem in their annual reports. While 
their actions had a common end, namely, 
restatement of profits to compensate for 
high costs of plant expenditures, the meth- 
ods they chose to accomplish this end had 
only this much in common: they were not 
generally capable of being verified objec- 
tively and there was little inclination on 
the part of the reporting companies to 
commit themselves to a continued and 
consistent use of their chosen methods. 
This sort of thing cannot be expected to 
improve the confidence of the public in 
corporate reports or in accounting as a 
profession. 

This leads us to another area in which 
accounting has not, in my opinion, made 
good its opportunities. We may as well face 
up to the fact that the average layman 
does not understand our reports and is in- 
clined to disbelieve what little he under- 
stands. We have opinion polls and all sorts 
of other evidence to support this conclu- 
sion. Why have we been unable to get 
across to the public the financial message 
of business? Lack of imagination in our 
manner of presentation is probably one 
answer, and lack of an adequate and 
meaningful terminology is another. In my 
opinion, however, these are probably 
secondary in importance, because no mat- 
ter how much we “dress up the figures” 
a large majority of the public are simply 
not excited by the type of figures we deal 
in. But this does not explain the mistrust 
of corporate reports. I’m afraid the pre- 
viously mentioned lack of definite stand- 
ards or principles of accounting, incon- 
sistencies, contradictions, and not enough 
objectivity are partly responsible for this 
condition. Until we remove these defi- 
ciencies I doubt that we shall have a solid 
foundation on which to build public con- 
fidence in our financial reports. 


Some inadequacies of accounting as an 
effective tool of management have been 
implied earlier in my remarks. Through 
cost accounting and budgeting we have 
made some progress in this field, but the 
road to real achievement is still long and 
full of travail. For the profession of ac- 
counting, however, I believe there is a 
handsome payoff at the end of this road 
provided we can travel it successfully. 

Accounting has not developed its full 
potentialities as a tool of management be- 
cause our accounts do not tell all of the 
things that management needs to know. 
The accounts readily indicate whether 
costs have gone up or down, but seldom 
are they constructed in such a way as to 
show how much of the increase or decrease 
was due to each of the several factors that 
can produce a cost trend. Cost trends in 
the oil industry, for example, can be in- 
fluenced by changes in the price level, in 
the techniques and instruments of pro- 
duction, in volume of output resulting 
from fluctuating demand, in product re- 
quirements imposed by the consumer, in 
the basic physical and operating character- 
istics of the industry, as well as by sea- 
sonal influences. The accounts tell us which 
operations have shown an increase or de- 
crease and break such increases or de- 
creases down according to cost elements 
such as labor, transportation, and the like. 
But they give no more than a faint clue as 
to which of the factors listed above were 
responsible for the change. Now suppose 
that on top of these factors your company 
institutes an economy program—a so- 
called ‘tightening of the belt’ in an at- 
tempt to eliminate marginal expenditures 
of doubtful profitability. Will you be able 
to tell from the accounts what effect this 
program has had on costs? Not very suc- 
cessfully, I’m afraid, unless you happen to 
be in an industry whose operating proc- 
esses are relatively simple and constant 
from one period to another. So many 
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factors will be overlapping or counteract- 
ing the cost reduction program that the 
accounts will not isolate the causes. At- 
tempts to adjust for changes in volume by 
comparing costs per unit of output are 
frequently inconclusive because of the dif- 
ficulty of separating fixed charges from 
variable charges. Standard costs have 
achieved a certain amount of success in 
some industries, but I fear they will need 
a great deal of development and perfecting 
before they can overcome the problems 
we've discussed. Never lose sight of the 
fact that economy of accounting costs is a 
prime consideration in this problem. We 
would not want to spend more money on 
our cost accounting system than that 
system could save us in operating cost 
reductions. 

We could talk at length about some of 
the other accounting inadequacies, but let 
us do no more than mention them very 
briefly so that we’ll have some time left to 
concentrate on possible courses of con- 
structive action. Our tax structure is too 
complicated, antiquated, and in many re- 
spects inequitable. For example, regard- 
less of how you feel about the controversy 
over original cost vs. replacement cost as 
a method of depreciation for financial ac- 
counting purposes, you will probably agree 
that the original cost method produces 
inequities from a tax standpoint. To the 
extent that a corporation pays taxes on 
monetary profits that must be reinvested 
to avoid impairment of its capital position, 
there has been a capital levy and not an 
income tax. I believe that accountants 
must take the lead in developing, in con- 
junction with the Treasury Department, a 
completely revamped tax structure for 
consideration by the Congress. We have 
already mentioned that accounting has 
been unable to do much to stop the trend 
of increasing clerical and accounting costs. 
Finally, I believe that we are not doing 
nearly so good a job as possible in pre- 
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paring young men for a career in the 
broader responsibilities of business man- 
agement via the channel of industrial ac- 
counting. The opportunities are there, but 
we are not sending our young accounting 
graduates out with the best available 
equipment to capitalize on them. In my 
opinion, their technical groundwork is 
pointed too much in the direction of the 
CPA certificate and a lifetime career in 
public accounting. Moreover, their tech- 
nical background needs to be supple- 
mented with a broader background of 
training in business planning, decision 
making, policy formation, and controlling. 
Industry is perhaps more to blame for 
this than are our schools. 

Now let us ask ourselves what we must 
do to give accounting a chance to meet its 
challenges and overcome its deficiencies. 
Some of the specific measures I would like 
to suggest to you add up, I believe, to a 
question of approach, of background 
thinking, of attitudes, of looking at our 
horizons a little. bit differently. First and 
most important of all, I suggest that we 
need greater unity and stronger leadership 
‘naccounting. At the present time we are, 
in fact, several professions instead of one. 
The only threads of unity connecting the 
several organizations mentioned earlier 
are provided through our contacts in deal- 
ing with common problems in our worka- 
day lives, through individuals who hold 
memberships in more than one organiza- 
tion, and through our educational institu- 
tions and common academic interests. 
Organization-wise we have no strong links, 
no sense of direction, no unity of purpose. 
It is my belief that many of the inade- 
quacies of accounting, such as our failure 
to evolve an adequate set of accounting 
principles, can be traced to this weakness. 

How then shall we attain unity and 
where shall we look for leadership? Can 
any one group of accountants or any one 
accounting organization be expected to 
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catalog the desired objectives and see that 
they are carried out? I do not think so. I 
believe it will require cooperative effort 
through a formal organizational frame- 
work. The American Institute of Account- 
ants has made some progress through its 
research activities and its auditing and 
accounting bulletins. But its pronounce- 
ments have actually covered only a few 
isolated accounting problems, and the job 
of evolving a comprehensive set of ac- 
counting principles and an organized body 
of accounting knowledge has hardly been 
started. Moreover, despite the fact that 
its pronouncements become binding,* in 
effect, on all accountants there is no exist- 
ing framework to enable accountants out- 
side the organization of the Institute to 
participate actively in the formulation of 
its policies. The review of Institute bulle- 
tins by other organizations prior to publica- 
tion tends to be perfunctory in nature. 
Now if I have to be told what are accepted 
accounting principles I would rather be 
told by the Institute’s committees than by 
any other agency with which I am famil- 
iar. But I do not think it is a healthy sit- 
uation for the Institute to be handing our 
policies to us while its members insist, and 
rightly so in my opinion, that our manage- 
ments must assume primary responsibility 
for the representations contained in our 
financial statements. 

I commend the work of the American 
Institute, but I do not think it can do the 
job alone. Without the help of the indus- 
trial accountant and the accounting edu- 
cator, any attempts to correct the inade- 
quacies we have been talking about are 
doomed to failure. May I propose, to all 
accountants everywhere— 


* The Institute has stated that findings published 
in its Accounting Research Bulletins are not intended 
to become binding on all accountants. The net effect 
is substantially this, however, since there is an implied 
threat that if such findings are not adhered to, the pub- 
lic accountant’s report accompanying the financial 
statements will be qualified and hence will cast doubt in 
the public mind as to the reliability of such statements. 


1. That a national committee on accounting be 
organized, consisting of possibly twenty-one 
members, two or three to be selected from 
each of the following organizations: Con- 
trollers Institute, American Institute of 
Accountants, American Accounting As- 
sociation, National Association of Cost Ac- 
countants, Institute of Internal Auditors, 
American Economic Association, National 
Association of Credit Men, and the Secu- 
rities and Exchange Commission. 

2. That an executive committee of the na- 
tional committee, consisting of say, seven 
members, one representative from each of 
the organizations represented on the na- 
tional committee, be set up to function for 
the larger committee. 

3. That the executive committee of the na- 
tional committee appoint a director of re- 
search and supply a staff sufficient to pro- 
vide: 

a. A statement of accounting principles, 
which when passed on affirmatively by 
the national committee, can in fact be 
called a statement of accepted principles 
of accounting. 

b. A bulletin on accounting terminology 
and definitions; and 

c. Other publications devoted to improve- 
ment in accounting statements, tech- 
niques, procedures, and the like, which 
the research staff may be called on to 
prepare. 


This proposal is intended only as a sug- 
gested framework within which detailed 
procedures might be developed. -Provi- 
sions should possibly be made whereby 
the present accounting organizations would 
approve-or exercise veto power over con- 
clusions and recommendations of this com- 
mittee. Such a committee cannot imme- 
diately solve all the problems which I have 
discussed, nor can it fulfill each account- 
ant’s responsibility to provide manage- 
ment with information that will serve as a 
reliable basis for executive decisions. But it 
can function effectively to help the ac- 
countants meet their total responsibility 
to business and to the public. The project 
can be adequately financed, and the job 
can be done. 

One word contained in the proposal just 
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outlined sounds the keynote of our next 
measure for correcting accounting defi- 
ciencies. That word is research. I ask you 
to mark it well. Listen, if you please, to 
what Mr. Charles Kettering, Director of 
Research for General Motors Corporation, 
has to say about it: “ ‘Research’ is a high- 
hat word that scares a lot of people. It is 
nothing but a state of mind—a friendly, 
welcoming attitude toward change. Going 
out to look for a change instead of waiting 
for it to come. Research, for practical men 
is an effort to do things better and not to 
be caught asleep at the switch. A research 
state of mind can apply to anything: per- 
sonal affairs or any kind of business, big 
or little. It is the problem-solving mind as 
contrasted with the let-well-enough-alone 
mind. It is the composer mind instead of 
the fiddler mind. It is the ‘tomorrow’ mind 
instead of the ‘yesterday’ mind.” Research 
today is big business; it is considered one 
of the earmarks of a successful and pro- 
gressive organization; it is fundamental 
not only to progress but also to survival. 
Large sums are laid out annually to enlist 
scientific advances in the battle of making 
a better article than your competitor and 
selling it to more consumers at a higher 
net return. Those of us who are in industry 
have been close to this picture. We have 
seen what research can do, and we are im- 
pressed. 

In my mind, research in accounting does 
not differ basically from research in other 
fields. If we are to meet our challenges, we 
must conduct more careful investigations 
to discover facts, sources, and possible re- 
sults. Our actions must be grounded in 
more comprehensive study and more con- 
clusive experimentation. In evolving our 
accounting principles and methods, we 
must substitute a continuous inquiring 
and analytical technique for spot decisions 
and rule-of-thumb estimates. 

Who will conduct the research? In my 
opinion, it should be conducted by the fol- 
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lowing four agencies: (1) by the national 
committee previously recommended and 
by the organizations that comprise that 
committee, (2) by our educational institu- 
tions, (3) by associations of accountants 
within a particular industry, where such 
associations exist, and (4) by individual 
companies. The work of the first three 
agencies should be closely coordinated, 
each complementing the other and with- 
out duplication of effort. The work of the 
individual companies would be restricted 
to the solution of problems peculiar to that 
company—primarily in the field of meth- 
ods and systems improvement. If this pro- 
gram is to bear fruit, however, industry 
must cooperate in making available to the 
research agencies the necessary raw ma- 
terial of business experience. 

Finally, I would like to suggest some 
shifting of emphasis in our education and 
training of young men for a career in ac- 
counting. I think it desirable that intern- 
ships or apprenticeships of some kind be 
worked out between industry and the uni- 
versities to enable the student to orient 
himself in the ways of business and get a 
smattering of practical experience. He 
should thereby be able to derive greater 
benefit from his formal education by re- 
lating it to actual industrial accounting 
and business practices. He should also be 
able to decide with greater certainty on 
how to begin his career in industrial ac- 
counting after graduation. 

Also, I would like to suggest that per- 
haps a little less emphasis be given in the 
curriculum to financial accounting and 
preparation for the CPA examination and 
that a little more emphasis be given to 
managerial accounting, budgeting, cost 
analysis, methods and procedures, prin- 
ciples of organization, human relations, 
and report writing. I wish there were some 
way for our industrial accountants to 
come to us with a little more of the view- 
point of the low-cost operator and a little 
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less of the viewpoint of the financial ac- 
counting theorist. I believe that all ac- 
countants should have a solid foundation 
in financial accounting, but I’m inclined 
to think that major emphasis in our uni- 
versities on this field of accounting tends 
naturally to lead our graduates into public 
accounting. When you come right down to 
it, the industrial accountant makes little 
use of financial accounting in the early 
part of his career, and even later he uses it 
only to a limited extent. Perhaps the pre- 
viously suggested apprenticeships would 
help give the student the operating view- 
point. The really ideal solution, however, 
would be to have some way of helping the 
student choose either public or industrial 
accounting early in his schooling. Then he 


could be given a curriculum tailored es- 
pecially to prepare him for the career of his 
choice. 

Now a final word about our accounting 
challenges. I believe that if we are to meet 
these challenges we need greater unity and 
leadership, more research, and more em- 
phasis on industrial accounting. I am sure 
there are other measures that may be just 
as important. The main point is that we 
recognize the challenges and do something 
about them. Many of you younger men will 
soon have a chance to help us do this. I 
sincerely hope that all of us will put forth 
our best efforts to make accounting more 
useful both to business and the public and 
more attractive to the young man as a 
career. 
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INTERIM REPORT OF THE STANDARDS 


RATING COMMITTEE 


HERMANN C. MILLER, Chairman 


Professor and Chairman of the Department of Accounting, 
Ohio State University 


HE STANDARDS RATING COMMITTEE 
[oes appointed in 1949 for a period of 

five years upon authorization of The 
Executive Committee, meeting in Colum- 
bus, Ohio, May 1948. This committee con- 
tinued the work of similar committees ap- 
pointed and serving during the calendar 
years 1947 and 1948. The present commit- 
tee was officially constituted and began 
functioning January 1, 1949. Meetings 
were held with all members of the com- 
mittee present on May 27, 1949, at Louis- 
ville, Kentucky; September 8, 1949, at 
Ann Arbor, Michigan; and December 16, 
1949, at Chicago, Illinois. 

A portion of the program of study by the 
committee has now been tentatively com- 
pleted. This report is therefore submitted 
at this time with the hope that it will be 
given full publicity to the members of this 
Association and generally to all interested 
persons. Suggestions, comments, and criti- 
cism are invited and if directed to the 
Committee will be given most careful con- 
sideration in any revision of the program 
outlined herein which may be deemed de- 
sirable. 

The primary objectives of the Commit- 
tee were agreed upon at the first meeting. 
These objectives may be suggested by the 
needs expressed in the following state- 
ments adopted unanimously by the Com- 
mittee: 

1. Desirability of gaining increased recogni- 
tion of collegiate education in the training 
of accountants is essential. 

. The need for improved standards of educa- 
tion in the training for professional account- 


ing is substantial. (In adopting the term 
“professional accounting” the Committee 


bo 


intends to use the expression in the broadest 
sense rather than the narrowly conceived 
and limited sense having applicability only 
to professional public practice.) Examples of 
this need are suggested in the following 
specific instances: 

(a) The disparity in the proportions of 
liberal arts (including economics), busi- 
ness, and accounting to be found in the 
many curricula of colleges and schools 
offering training for accountants. 

(b) The lack of acceptable standards to in- 
sure adequate staffing for accounting 
training. 

(c) Variable classification of courses. 


The Committee has therefore attempted 
to bring out a suggested program of ac- 
ceptable standards. If the proposal is 
sound, it is believed that acceptance of its 
details will, in large measure, be expected 
upon a voluntary basis by leaders in ac- 
counting education and that by example 
others will follow. It is important that 
proposals herein be accepted generally 
and put into effect as quickly as feasible 
in the framework of educational institu- 
tional procedure—or that objections, criti- 
cisms, and suggestions be made for the 
purpose of restatement and revision. 

This report is divided into three parts, 
namely: 


1. Proposed norm for an undergraduate cur- 
riculum in a four-year program, with a major 
in accounting. 

2. Proposed standards of staff and staff training, 
teaching loads, compensation, and experience. 

3. Proposed standards for graduate programs in 
accounting. 

(a) Fifth-year—or additional years of gradu- 
ate study following a bachelor’s degree— 
with a major in accounting. 

(b) Graduate study—such as the two-year 
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programs having emphasis upon admin- 
istration. 


These will be presented below in seria- 


1. Proposed Norm for a Curriculum for a Four- 
year Course of Training for Professional Ac- 
counting. 


Semester 

Liberal arts subjects, including, hrs. 
among others, the following: 60 

Economic principles 

Public finance 

Monetary and banking policies 

English composition and literature 

Foreign languages 

Physical sciences 

Mathematics 

Social sciences (except economics) 

Public speaking 
Business subjects (excluding ac- 
counting) 30 


Suggested ranges 
of credits (hrs.) 
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and detailed classification. Introduction to 
financial statement analysis and special 
application of accounting principles to such 
subjects as consignment sales, installment 
sales, branch house operation, mergers and 
consolidations, holding companies, and 
fiduciary accounts for receivers, liquidations, 
estates and trusts. 


2. Proposed Standards of Staff and Staff-Training, 


Teaching Loads, Compensation, and Experience. 
(a) Staff and staff training 


For teachers of elementary accounting 
it is suggested that the following minimum 
standard be adopted: 


Require a master’s degree with a 
major in accounting, or a bachelor’s de- 
gree with a major in accounting plus at 
least two years of responsible accounting 
experience. 

For instruction in accounting beyond 
the elementary level it is suggested that 
a combination of collegiate training, 
proven teaching ability, and practical 
experience in accounting is highly desir- 
able. All members of a staff with this 


Business law 6- 8 
Statistics 3-4 
Marketing 2- 3 
Production 2- 3 
Finance, corporate 2- 3 
Labor problems 2- 3 
Insurance 2- 3 

Elective or other required sub- 
jects in business 11- 3 
Total 30 30 

Accounting 30 

hrs. 


Elementary, Intermediate, Ad- 


training, maturity, and experience 
should have at least a master’s degree in 
accounting, and a substantial proportion 
should have at least five years of ex- 
perience. This experience should include 
teaching and either responsible account- 
ing experience or further graduate work 
in accounting. 


(b) Teaching load 


For teachers in elementary instruction 
the desirable teaching load will not exceed 
twelve hous per week. (Where readers are 
not provided to correct and to grade prob- 
lems, the load should be reduced.) 

For instruction beyond the elementary 


vanced principles 12-15 

Cost accounting 3- 5 

Auditing 3- 5 

Tax accounting 2- 3 
Elective or other required sub- 

jects in accounting 10- 2 

30 30 

Total 120 


In the foregoing classification, it is to be under- 
stood that elementary, intermediate, and ad- 
vanced accounting principles cover the follow- 
ing topics: 


Recording process, collection and sum- 
marization, preparation of statements. Care- 
ful consideration of income determination 


level the desirable teaching load will not 
exceed ten hours per week. 

Where part-time teachers are em- 
ployed, there should be a reasonable pro- 
portion of full-time teachers. 


(c) Compensation 


Compensation for accounting stafi 
should be adequate to meet competition in 
professional accounting employment to 
insure attracting and holding competent 
personnel. It should be recognized by ad- 
ministrative authorities that job oppor- 
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tunities in accounting are greater than op- 
portunities in other fields of equivalent 
training. 


. Proposed Standards for Graduate Programs in 


Accounting 


The fifth year should follow a four-year pro- 
gram in accounting equivalent to that recom- 
mended herein. It should be a year of graduate 
study. The fifth year of additional professional 
study, leading normally to a master’s degree, 
should normally include neither less than two- 
thirds nor more than four-fifths of the total re- 
quirements for the degree in the field of ac- 
counting, and the remainder should be in allied 
fields. At least one-half of the work taken in ac- 
counting should be in courses primarily open to 
graduate students. This may include credit for 
a thesis if required. Prerequisites for such 
graduate study shall include at least 21 
semester hours in accounting at the under- 
graduate level with at least one course in each 
of the following fields: 


Principles of accounting—as defined above 
Cost accounting 
Auditing 


Tax accounting 


It is the view of this committee that a 
graduate program should be made in accord- 
ance with the particular needs of the student 


Interim Report of the Standards Rating Committee 21 


to be determined in conference with his faculty 
advisor. 

Two-Year Graduate Programs with Emphasis on 
Administration 


To qualify for a satisfactory program in 
accounting equal to the four-year curriculum 
recommended above, graduate programs hav- 
ing an emphasis on administration shall pro- 
vide for the equivalent instruction in account- 
ing set up for the undergraduate curriculum— 
provided, however, that courses open primarily 
to graduate students shall be evaluated at 14 
times the credit units allowed in an under- 
graduate program, while courses open to 
undergraduates primarily shall be evaluated as 
in the undergraduate four-year curriculum. 

M.B.A. programs, for persons who have 

not majored in accounting as undergraduates, 
wherein no field of specialization is required 
cannot be evaluated for purposes of this re- 
port, although individual students may, by 
election, obtain a program equivalent to the 
recommended four-year curriculum in account- 
ing. 
S. Paul Garner, Univ. of Alabama 
Russell H. Hassler, Harvard Univ. 
Ernest A. Heilman, Univ. of Minnesota 
John A White, Univ. of Texas 
Hermann C. Miller, Ohio State Univ. 

Chairman 
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HOW MUCH TEST CHECKING 


IS ENOUGH?* 


LAWRENCE L. VANCE 
Associate Professor, University of California, Berkeley; author of Scientific Method 
for Auditing, recently published by University of California Press 


HE TRADITIONAL answer to the ques- 

tion of how much test checking is 
enough is—enough to satisfy the 
auditor. Recently the profession, through 
its national organization, has attempted 
to make this answer more meaningful by 
adopting a tentative statement of auditing 
standards! which places emphasis upon 
the auditor’s training, his preliminary prep- 
aration for each engagement, his inde- 
pendence and so on. All these matters are 
deserving of emphasis, but they represent 
general qualities and do not offer any 
specific device for aiding a competent 
auditor in determining how large his tests 
should be. The way is therefore left open 
for very wide differences of opinion as to 
the amount of testing necessary in any 
individual case. Under these circumstances 
a client who is more interested in reducing 
the fee than in having an adequate audit 
may force whomever he employs*to hold 
the work to the absolute minimum to 
which anyone in the profession is willing 
to go, even though the great majority of 
practitioners would not approve the issu- 
ance of a certificate after so little testing. 
Furthermore, the individual auditor needs 
some means of knowing when he should 
be satisfied. I suspect that the feeling of 
satisfaction, where it is left to the subjec- 
tive reactions of the individual auditor, 
may too often be influenced by circum- 
stances which should not be allowed to 


* This paper was presented at the Graduate Account- 
ing Study Conference of the California Society of CPA’s 
at Claremont Men’s College, July 14, 1950. 

1 “Tentative Statement of Auditing Standards,” The 
American Institute of Accountants, New York, 1947. 


determine the amount of work. The au- 
ditor, even though conscientious, may be- 
come satisfied with his test sooner if there 
are other engagements pressing for his 
attention, if the client is worried about the 
fee and if he happens to be feeling ill on 
a particular day. Quite aside from the 
possibility of any adoption of standards by 
the profession in an organized capacity, 
each practitioner needs to have a tool 
which he can depend upon to relieve him 
of improper influences in determining the 
extent of his tests, and of still more im- 
portance, he needs a tool which will make 
explicit the risks involved in the sampling 
procedure he uses and which will enable 
him to be aware of the standard of quality 
which he is using in judging the accounts 
he accepts as fair and proper. Such a tool 
would enable the auditor to apply the same 
standard of quality consistently or to 
make explicit and definite adjustments in 
it for differing circumstances. 

Such a tool is now available to the ac- 
counting profession. It is the sampling 
theory developed by statisticians and now 
widely used in the sciences. It consists 
basically of the calculation of probabilities. 
A practitioner who selects a number of 
entries or calculations and examines them 
does something of the same sort of thing. 
He considers the items which he found to 
be erroneous and comes to some conclusion 
as to the probability of the existence of 
similar items in the whole group of entries 
or calculations from which the sample 
came. If the number of errors is such as to 
suggest a high probability of many errors 
in the rest of the work the auditor will 
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presumably extend the test; if the prob- 
ability of many more errors appears to be 
low he will be satisfied. Statistical sampling 
theory makes this reasoning explicit and 
permits it to be based upon definite stand- 
ards of quality required in the thing sam- 
pled and upon definite probability levels. 


SIMPLE PROBABILITY 


Two types of probability computation 
are available for the use of auditors. One 
of these may be called simple probability 
—the same calculation one makes in de- 
ciding the chances of getting a six in rolling 
dice or in determining the chances of get- 
ting 13 spades in a bridge hand. It should 
be noticed that in these familiar cases, we 
know exactly what kind of a group of 
events we are taking a sample of. The 
familiar 52 cards contain the only pos- 
sibilities which can appear in a particular 
hand. In other words, we know exactly 
the population from which the sample is 
drawn. Calculation of the probability of 
getting a particular sample is therefore 
only a matter of computing the number of 
possible samples of this size in these cases. 
In other words, we may define probability 
as the ratio of a given event or set of events 
to the total possible events in a series or 
set. To use simple probability in auditing 
where we do not know the character of the 
population of entries or calculations from 
which the sample is drawn we have to set 
up an hypothesis about the population. 
The hypothesis might be that the popula- 
tion was not more than 3% defective, that 
is, that not more than 3% of the entries 
or calculations were wrong. Then we would 
select our test—draw our sample—and 
tabulate the items in it as right or wrong. 
We would then calculate the probability 
of getting such a sample from a population 
not more than 3% defective. If this prob- 
ability was very high—say that we would 
get such a sample or one with fewer errors 
95% of the time in drawing random sam- 
ples from such a population—then we 
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would conclude that the actual population 
from which the sample came was of the 
same character as the hypothesis, and 
therefore in fact not more than 3% defec- 
tive. If, on the other hand, we would get a 
sample of the sort we drew or one with 
fewer errors very infrequently—say only 
4% of the time—we would believe that 
the population had more than 3% of er- 
rors and we would have to take further 
steps before it could be accepted. Ob- 
viously there is a wide variety of samples 
which can be drawn from any large popu- 
lation. In drawing samples of 80 from a list 
of 8,000 entries which was in fact only 1% 
defective we might get any number of 
defective entries in the sample from zero 
to 80. There is considerable leeway in this 
for samples which are not typical of the 
population and a more discriminating 
probability computation than the one 
given by simple probability is needed. For 
this purpose the likelihood ratio may be 
used, and it is very easily applied as a re- 
sult of the development of sequential sam- 
pling. 


SEQUENTIAL SAMPLING 


The likelihood ratio is simply the ratio 
of two probabilities. Instead of calculating 
the probability of getting the sample we 
have from a single possible population, we 
calculate the probabilities of getting it 
from two different possible populations. 
One of these populations or hypotheses 
should represent the limit of poor quality 
which we will accept—the 3% of our prior 
example. The other one should be a popu- 
lation of very desirable quality. Since we 
work in terms of errors this desirable popu- 
lation should be one with close to zero er- 
rors. We cannot make it precisely zero 
errors because zero does not lend itself well 
to mathematical formulas. If we designate 
the probability of getting our sample from 
the desirable population or hypothesis as 
P, and the probability of getting it from 
the undesirable one as P: then the likeli- 


| 
C 

2 
A 
e 

O 
n 
yf 
n 
0 

n 
yf 
le 
rs 
ill 


24 The Accounting Review 


hood ratio is P2/P;. This tells us how great 
one of the probabilities is as compared 
with the other. If the probability of getting 
the sample from the desirable population 
is nine times as great as getting it from the 
undesirable one the ratio will be 1/9, and 
if the reverse is true the ratio will be 9. In 
the first case—a ratio of 1/9—we would 
conclude that the actual population from 
which the sample came was more likely 
of the character of the desirable hypothe- 
sis, and we would accept the population 
as satisfactory. In the second case—a ratio 
of 9—we would conclude that the actual 
population was more likely of the character 
of the undesirable hypothesis and we would 
reject it. 

The use of the likelihood ratio has been 
reduced to a set of tables as a result of the 
work of the Statistical Research Group at 
Columbia University during World War 
II. For any values not covered in the tables 
the necessary data may be calculated from 
very simple formulas which require only 
elementary algebra. The method derives 
its name from the fact that a decision is 
possible at any point after a minimum 
sample is drawn so that no more items need 
be tested than the circumstances of the 
case require. The decisions possible are 
three in number: (1) That the actual popu- 
lation is likely of the character of the desir- 
able hypothesis and is therefore accepted; 
(2) that it is more likely of the character of 
the undesirable hypothesis and is rejected; 
or (3) that more evidence is required to 
choose between the two hypotheses. For 
the auditor the decision will presumably be 
one of stopping the testing because the 
favorable conclusion is reached or of con- 
tinuing until this is possible or corrections 
of all the errors are made, although it is 
conceivable that in some cases where his 
scope is limited he might stop before a 
favorable decision was possible and qualify 
the certificate. 

Something of the character of sequential 


sampling may be seen in the form of a graph 
which is used in lieu of reference to tables, 
This takes the form of two parallel lines 
on the usual rectangular chart; one of the 
parallel lines crosses the horizontal axis to 
the right of the vertical axis and the other 
crosses the vertical axis above the hori- 
zontal axis. The number in the sample is 
plotted on the horizontal axis and the 
number of errors is plotted on the vertical 
one. As entries or calculations are exam- 
ined the result is plotted, and when the 
line falls on or below the lower parallel line 
the decision is to accept; when it falls on 
or above the upper parallel line the decision 
is to reject; and when it is still between the 
two lines the evidence is not sufficient 
to permit a choice between the hypotheses. 
Once the graph is drawn—or the tables 
are in hand—any junior can make the de- 
cisions using definite, objective standards 
of choice. The graph for the case where the 
choice is between .001 and .03 proportions 
of defectives and the sampling risks are 
set at 5% and 10% is given in Figure I. 


CONTENTS OF A STATISTICAL SAMPLING 
METHOD FOR AUDITING USE 


Enough has been said to this point so 
that we may discuss the basic contents of 
a statistical sampling method usable by 
auditors. Three things are required: (1) 
We have to have a measure of accounting 
quality which is amenable to mathematical 
treatment. (2) We have to select a par- 
ticular value for this measure to apply in 
any specific case. (3) We must decide on 
the probability levels we will use in making 
decisions. Once these decisions are made 
the minimum sample required follows auto- 
matically from the mathematics and the 
question of when the sampling may stop, 
if sequential sampling is used, is deter- 
mined by the quality of the actual sample 
drawn with no subjective judgment of the 
auditor being involved. 

The measure of quality of accounting 
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FicureE I 
GRAPH FOR SEQUENTIAL SAMPLING 
WHERE 


Proportion of defectives in the desirable population is .001 
Proportion of defectives in the undesirable population is .03 
Risk of accepting an undesirable population is 5% 
Risk of rejecting a desirable population is, 10% 


Number 
of Errors 


4 AREA INDICATING REJECTION 


AREA WHERE NO DECISION 
IS POSSIBLE 


AREA INDICATING ACCEPTANCE 


Number in Sample 
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work which lends itself to mathematical 
treatment is the percentage of errors in the 
work. This obviously is not the only meas- 
ure of quality and it does not include 
everything we would like for a measure of 
quality to have. It cannot reflect the nature 
or implications of the particular errors, 
for example. However, it does represent a 
very significant quality of the accounting, 
particularly in view of the fact that in using 
a testing method we are attempting to get 
a picture of the general character of the 
work, and we do not expect it to disclose 
isolated items of peculiar significance. 
What percentage of errors to use as a 
standard limit for acceptance of a set of 
accounts is a problem which must be 
solved by application of professional judg- 
ment. The limit desirably should be as high 
as possible without resulting in significant 
misstatements in the accounts. This is 
due to the fact that as wide a margin be- 
tween the two hypothetical populations 
used in the sequential sampling procedure 
as is possible is desirable in order that the 
sample size may be held to a relatively low 
level. The narrower this margin becomes 
the more sampling is required to choose 
between the two alternative estimates of 
the actual population. On the other hand, 
it is desirable to be able to use a‘low limit 
of errors for an acceptable population in 
order to have greater assurance of good 
quality in the resulting statements. The 
needs of this situation are met, in the 
opinion of this author, by the inclusion of 
procedural as well as substantive errors in 
the tabulation. Substantive errors are 
those which affect the values in the ac- 
counts—as an error in footing does. Pro- 
cedural errors are violations of the rules of 
internal check or of the record keeping pro- 
cedures of the concern which do not affect 
the values in the accounts. Failure of a 
receiving clerk to make up or to sign a 
receiving report would be an example. 
Although only substantive errors affect 


the statements directly the existence of 
procedural errors would seem to be an 
equally valid indication of the care and ac- 
curacy with which the work is done and 
hence, especially in view of the possibility 
of omissions from the accounts, a valid 
measure of the quality of the accounting. 
It should be noted of course that only the 
procedures established by the management 
of the client can be considered in tabulating 
violations; the accounting may be satis- 
factory even though procedures which are 
generally thought desirable are not used. 
The actual percentage of errors, both sub- 
stantive and procedural, recommended 
tentatively as an upper limit is 3%. This 
figure is selected because it seems to the 
writer a reasonable one from the view- 
point of accounting quality and because it 
gives a reasonable sample size when used 
in the sequential sampling procedure. If 
we take 3% or more of errors as an un- 
desirable condition and 0.1% as desirable 
and wish to make a decision on probability 
levels which permit a 5% risk of rejecting 
a satisfactory population and a 10% risk of 
accepting an unsatisfactory one the mini- 
mum sample required for acceptance will 
be 77 items. 

The last statement introduces the sub- 
ject of the probability levels upon which 
the decision is to be made. Statisticians 
have usually employed probability levels of 
90 to 99% as a basis for decision. In other 
words, if a sample is one which would be 
expected to appear as one of those drawn in 
90% of the drawings from a particular 
population its presence would not be taken 
as an indication that the actual population 
from which it came was significantly dif- 
ferent from the hypothetical one from 
which the probability was computed. On 
the other hand, if the sample would be 
drawn 10% or less of the time the con- 
clusion is that the actual population from 
which it came is significantly different 
from the hypothetical one. These proba- 
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bility levels seem appropriate to auditing 
decisions as well. Where sequential sam- 
pling is used different probability levels 
may be used for acceptance and for rejec- 
tion of the actual population. If the con- 
sequences of accepting an unsatisfactory 
population are very serious and the con- 
sequences of rejecting a satisfactory one 
are less so, a high probability level—or 
small risk—may be set for acceptance and 
a lower one for rejection. In auditing the 
usual result of finding an indication of re- 
jection in the tables or on the chart would 
presumably be the performance of more 
work to more definitely ascertain the char- 
acter of the population. It should be ob- 
served that the use of some probability 
level or degree of risk is inherent in any 
sampling procedure; if we want to be cer- 
tain of the character of the population we 
have to examine every item in it. Use of 
statistical sampling theory makes the 
probability level explicit; subjective judg- 
ments based upon samples leave the risk 
which is taken indefinite. The effects upon 
the size of sample required of changes in 
the probability levels used as well as the 
effects of using different percentages of 
error in hypotheses may be seen in tables 
which have been published in connection 
with the sequential sampling method. 

We are now in a position to give a better 
answer to the question expressed in the 
title of this paper: how much testing 
is enough? The answer is, enough to permit 
acceptance of the particular area of the ac- 
counts tested when a reasonable proba- 
bility level and percentage of errors is used 
as a basis for decision. We can say what 
specific number of items will have to be 
examined as a minimum for acceptance 
when given a particular probability level 
and a particular measure of accounting 
quality; under the standards used in our 
prior example the number was 77. This 
was a minimum for acceptance and as- 
sumed that no errors appeared in the sam- 
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ple; if some errors turn up the sample 
will have to be larger to permit accept- 
ance. The effects of varying the per- 
centages of defectives in the hypotheses 
and the average sample sizes to be ex- 
pected may be seen in Table I which gives 
characteristic quantities for a limited 
number of cases. 


AREAS OF THE ACCOUNTS TO WHICH 
STATISTICAL SAMPLING PROCEDURES 
MAY BE APPLIED 


Although we have given an answer to 
the question we proposed, it may be ap- 
propriate to notice some further aspects of 
the application of statistical sampling 
theory to auditing. One of these is the ques- 


TABLE I 


CHARACTERISTIC QUANTITIES OF SEQUENTIAL TESTS 
WHERE THE RISK OF ACCEPTING AN UNDESIRABLE 
POPULATION Is 5% AND THE Risk OF REJECT- 

ING A DESIRABLE POPULATION Is 10% 


P,;—percentage of errors in a population considered 
a desirable one 

P,—percentage of errors in a population considered 
an undesirable one 

mo—minimum sample size for acceptance of the 
population 

m,—tinimum sample size for rejection of the popu- 
lation 

np;—average sample size if the actual population is 
like the desirable alternative 

npx—average sample size if the actual population is 
like the undesirable alternative 


P, | | my, | np | npo 
.001 | 02 | 118 | wae sao 
001 | .03 77 1 7,1 32 
001 04 57 1 | 
.001 .05 45 1 | 45 | 16 
001 | .06 37 ese 
0025 | .02 | 127 | 2 | 160 | 98 
10025 | .03 g1 | 2 | 92 | 50 
0025 | .06 38 1 39 | 18 
005 | .02 149 | 3 244 185 
005 | .03 g9 | 2 122 82 
005 | .06 40 | 2 45 25 
0075 | .02 | 177 3 | 379 | 330 
0075 | .03 99 3 «| «161 123 
0075 06 ein 32 
Ol | .02 | 222 5 640 607 
OL | 111 3 217 181 
02 | .03 | 220 |, 8 | 1032 | 1071 
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tion of how to define or limit the area being 
judged by one test. It is possible to sample 
the transactions and calculations of the 
period under audit as a whole, but this 
seems inappropriate in view of the fact 
that various segments of them are the 
work of different people and represent 
varying degrees of difficulty and different 
susceptibility to error. It is therefore recom- 
mended that statistical tests be made of 
the distinct areas which have traditionally 
been audited by a sampling process. This 
means that a test would be made of can- 
celled: checks; one of accounts receivable 
by confirmation; one of inventory exten- 
sions, footings, recaps and perhaps physical 
eounts; one of charges to fixed assets and 
of charges to repairs, and so on. Wherever 
a sampling technique is appropriate the 
methods suggested here may be used. In 
this connection, statistical methods are not 
different from other sampling methods in 
their capacity to discover fraud in the ac- 
counts. Only in so far as they might result 
in larger samples or more nearly random 
samples, the latter being encouraged by 
recognition of the character of the mathe- 
matics, would the adoption of statistical 
sampling procedures increase the oppor- 
tunity to find fraud. This result is not 
likely to follow, especially as far as sample 
size is concerned, in view of the fact that 
samples regularly taken in audits of me- 
dium sized concerns are, if the author’s 
experience is a safe guide, usually larger 
than the minimum of 77 which he has ten- 
tatively suggested. Furthermore, discovery 
of fraud rests to a large degree upon recog- 
nition of the falsity of a document or en- 
try and not entirely upon the probability 
of drawing one of the false items for exam- 
ination. 


METHOD OF DRAWING THE SAMPLE 


A second subject of collateral interest is 
the question of how the sample should be 
drawn. Writers on the subject of test 


checking have consistently recommended 
the use of random samples. A random sam- 
ple may be defined as one drawn without 
any bias being present to influence the 
result. It is obvious that most auditing 
samples are not random, because they 
characteristically are drawn in the form of 
a group of entries made during one period 
of time—a day, a week or a month—, or 
they are selected by some fixed formula, 
such as the selection of every 10th calcula- 
tion in an inventory. The reason for taking 
a random sample is that a random sample 
is most likely to be closely representative 
of the population from which it is drawn. 
Where some bias is present—as, for exam- 
ple, the employment of a temporary clerk 
during the period selected for the sample 
where a time period is used—the special 
effects of this bias lead to wrong conclu- 
sions about the whole population. Evi- 
dently samples which are not random have 
been used by auditors because of the fact 
that more items may be examined if a 
group of documents are pulled from one 
place in the files and checked through than 
if scattered documents were pulled, exam- 
ined and traced to their scattered places 
of entry in the journals or accounts. In 
other words, there is a cost consideration. 
If the conclusion of the author that the 
use of statistical sampling theory will per- 
mit the use of much smaller samples than 
has usually been considered necessary is 
valid, then it will also be true that random 
samples may economically be used. Al- 
though the cost per item will be higher, the 
fewer numbers which must be examined 
will more than compensate. 

In applications of statistical sampling 
theory to other fields great pains to assure 
randomness in the sample are customarily 
taken. This is most commonly accom- 
plished by using some mechanical device 
or by using random sampling numbers to 
determine the items which are to be drawn 
for the sample. Random sampling numbers 


ar 
ce 
lis 

a 

t 
dc 

n 
al 

t 
Se 

a 
b 
n 
p 
0 
a 

é t 
j 

I 
t 
| 


How Much Test Checking Is Enough? 29 


are simply numbers which run in no dis- 
cernible order and are available in pub- 
lished tables. They may be used wherever 
a numerical designation can be given to 
the members of the population being sam- 
pled. This is easy in auditing because many 
documents or vouchers such as checks are 
numbered as an incident of the accounting, 
and numbers can often be assigned upon 
the basis of position in a record. As exam- 
ples of the latter possibility we may notice 
that the 10th item on the 5th page of a 
sales register which had 40 lines to the 
page would be the 170th entry. One great 
advantage of using random sampling num- 
bers in auditing lies in the fact that the 
numbers of the items to be sampled on a 
particular job may be selected by means 
of the tables and incorporated into the 
audit program during idle time prior to 
the regular engagement. The work is 
simple, furthermore, and may be done by 
juniors. The identity of the auditor’s pro- 
posed sample cannot be anticipated, fur- 
thermore, even though the tables of ran- 
dom sampling numbers are published, be- 
cause one may begin at any point in the 
tables and take his numbers forward, back- 
ward, on a diagonal running in any direc- 
tion or according to any peculiar pattern 
he may select, assuming it is not chosen to 
overcome the randomness inherent in the 
tables.? 

Although the random sampling numbers 
are useful, particularly in pre-selection of 
the items to be drawn, it is not essential in 
the opinion of this writer, to use them. In 
auditing one cannot see the significant at- 
tributes of the item drawn until it is both 
drawn and examined. This may be con- 
trasted with the drawing of a sample of 


* Random sampling tables are available in Fisher, 
R. A., and F. Yates, Statistical Tables for Biological, 
Agricultural and Medical Research, London, Oliver and 
Boyd, 1938, and in Kendall, M. G., and B. Babington 
Smith, Tables of Random Sampling Numbers. Tracts 
for Computers, No. XXIV. London, Cambridge Uni- 
versity Press, 1939. 


grapefruit to calculate its average weight. 
In the latter case personal bias would en- 
ter if the operator tried to select the sample 
by eye; his estimate of what were average 
sized fruits or what was the proportion of 
big ones and little ones would be almost 
certain to make itself felt. This is not pos- 
sible in auditing, and it is therefore be- 
lived that an auditor who is conscious of 
the need for randomness can select a 
scattered sample and get a satisfactorily 
random one. The present writer has called 
this “subjective randomization.’” 


AUDITING STANDARDS AND COSTS 


One last subject deserves our attention. 
This is the effect which statistical sampling 
procedure may have upon auditing stand- 
ards and costs. It is true of course that 
each firm or even each individual may set 
its or his own standards for acceptance of 
accounting work and may make them ex- 
plicit and definite through the use of the 
methods here suggested. It would also be 
possible for the profession in an organized 
capacity to adopt a specific limiting per- 
centage of errors and specific probability 
levels as a basis for accepting accounting 
work where a sampling process was em- 
ployed. This would of course result in a 
precise minimum sample size, which, as has 
been noted previously, the present writer 
believes would probably be smaller than 
present good practice employs. The use- 
fulness of such a standard where negligence 
is charged is obvious. 

Closely related to the matter of stand- 
ards are the effects of the method on the 
cost of auditing and the auditor’s relations 
with his client. We have already noticed 
that the greater cost of selecting and exam- 
ining random samples would likely be over- 
weighted by the reduction in sample size, 
so that an over-all reduction in the cost of 
auditing might result. An objective basis 


’ Lawrence L. Vance, “Scientific Method for Audit- 
ing,” p. 77. 
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for the testing such as these methods pro- 
vide would also place the accountant in a 
more comfortable position with reference 
to his client, particularly if the standard 
were generally adopted. He could then ex- 
plain the amount of detail which had to be 
examined in terms of the necessities of the 


mathematics and the specific results dis- 


covered in the items drawn from the 
client’s records. This would explain and 
justify in an objective way a substantial 
part of the cost of the audit. 


CONCLUSION 


We may summarize briefly by noting 
that an objective, mathematical basis is 


available for the use of auditors in deter- 
mining the extent of their tests. It requires 
that a measure of accounting quality in 
terms of the percentage of errors be 
adopted and that an explicit decision be 
made as to the sampling risks which are to 
be taken. In the opinion of the author, its 
use would permit greater confidence in and 
understanding of his own work by the 
auditor; it would make possible better ad- 
vance planning of the work; it would con- 
tribute to the effectiveness of auditing 
standards; it would make possible some 
reduction in the cost of auditing and im- 
prove the relations of the auditor and his 
client. 
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CAPITAL GAINS FROM PRICE LEVEL 
INCREASES 


Oscar S. NELSON 
Associate Professor, Wharton School, University of Pennsylvania 


HE QUESTION of the distinction be- 
[even operating income and capital 
gains was raised at the recent meet- 
ings of the American Accounting Associa- 
tion. In theory there is no distinction, 
since both result from business effort, i.e., 
the employment of capital, labor and 
management by an enterprise with profit 
as the motive. Capital gains or losses are a 
manifestation of imperfect income meas- 
urement and result because of the require- 
ment of modern business for periodic com- 
putation of net profit or loss. Capital gains 
or losses are composites of imperfect esti- 
mates of depreciation, imperfect alloca- 
tions of costs, imperfect separation of capi- 
tal and revenue expenditures, disregard of 
or imperfect adjustment for price level 
changes, etc. Capital gains or losses, there- 
fore, should be set forth separately from 
operating income in the income statement 
and should be explained adequately. 
While there is no distinction in theory 
between capital gains and operating in- 
come, there is a legal distinction for income 
tax purposes. The legal distinction is im- 
portant since the tax on capital gains is 
less. The theory underlying the legal dis- 
tinction between capital gains and operat- 
ing income is not made apparent in the 
income tax law and regulations. If capital 
gains resulted solely because of price level 
increases there would be a logical basis for 
making a distinction. So called capital 
gains which result because of price level 
changes are in the economic sense not gains 
at all but merely measures of the declining 
purchasing power of the monetary unit. 
The maintenance of the real capital of an 
enterprise in the face of a rising price level 


requires the continual upward adjustment 
of owners’ permanent equity accounts as 
long term assets are consumed. This is 
necessary in order to restore to the business 
real purchasing power equivalent to that 
used up. In theory, capital gains should not 
be taxed as they are not income in the 
economic sense. If taxed on a lower basis 
than so-called operating income, greater 
care should be taken in the computation 
of capital gains. In a period of rising prices, 
there is an element of capital gain in every 
sale of a product the cost of which includes 
an element of depreciation based on origi- 
nal cost. In computing the amount of in- 
come tax payable, the capital gain element 
in so-called operating income, in theory, 
should be separated out and taxed on the 


lower basis permitted by law. An illustra- 


tion will serve to clarify this point. Below 
is an assumed income statement for a com- 
pany having no capital gain in the ordinary 
sense. 

Income Statement 


$5 ,000 ,000 .00 
Cost of goods sold and operating ex- 

penses, including depreciation of 

$1,000,000.00 on the 

basis of original cost. ... 4,000,000 .00 
Net Operating Income............. $1,000,000.00 


Income tax normally would be computed 
and paid on the $1,000,000.00 net income 
on the full basis. It is assumed, however, 
that due to a long run price level increase, 
the depreciation in the above illustration 
would amount to $1,500,000.00 if com- 
puted on a current price level basis. For 
income tax purposes, there is actually a 
capital gain element of $500,000.00 in the 
operating income. If this capital gain ele- 
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ment is taxable on a lower basis, the total 
income tax payable would be somewhat re- 
duced. It might be worth while for some 
large company to make a test case of this 
partial solution to the price level problem. 
The accounting implementation of the 
separation of capital gains from normal 
operating income is suggested by the fol- 
lowing entries summarizing in part the 
pertinent transactions involved in the 
Depreciation—Price Level Adjustment... . 
Allowance for Depreciation......... 


Capital Gains & Losses................. 
(To record depreciation on fixed assets) 


Earned Surplus—Free. 
Capital Adjustment Surplus... . 


above illustration. 

In the above discussion only the capital 
adjustment resulting from the effect of 
price level changes on depreciation has 
been considered. Other price level adjust- 
ment items can be accounted for similarly, 
The determination of economic income and 
the periodic adjustment of monetary capi- 
tal also are important aside from the tax 
aspect. 


$1,000, 000.00 

500,000.00 
$1,000 000.00 
000.00 

1,500,000.00 
1 000,000.00 
500,000 .00 

1,000 ,000.00 
500,000.00 
500,000.00 
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SOME BASIC ASSUMPTIONS UNDER- 
LYING SOCIAL ACCOUNTING* 


WItson L. FARMAN 
Assistant Professor, Colgate University 


T THE END OF HIS BOOK, “National 
A Income: A Summary of Findings,” 
Simon Kuznets has a chapter en- 
titled “Problems of Interpretation.” If 
the more inclusive terms, “‘social account- 
ing,” and “social accounting data” are sub- 
stituted for Kuznet’s reference to “na- 
tional income” and “national income 
estimates,” the thesis of his chapter will 
serve as the central theme for the follow- 
ing discussion. The basic idea is simply, 
that the basic assumptions underlying 
social accounting and social accounting 
data must be scrutinized thoroughly before 
the results of social accounting can be in- 
terpreted properly. If this is not done and 
social accounting data are taken at their 
face value, they are apt to be misused and 
misinterpreted because of incomplete 
awareness of their underlying assumptions. 
Critical probing of the basic assumptions 
and exposition of the limitations of social 
accounting and social accounting data 
serves both to encourage the valid use of 
the data and to indicate the directions of 
further investigation and study. 


PROBLEM OF MEASUREMENT 


In social accounting, as in private ac- 
counting, we must make some initial de- 
cisions. If we can agree that accounting is 
an application of quantitative measure- 
ment, the first and most basic decision is 
that of determining just what it is we 
want to measure. This brings us face to 
face with still more preliminary and prior 
questions: what is the function of account- 
ing and just what do we wish it to accom- 


* This pa 


r was presented at the Upstate New York 
Economics 


onference, Schenectady, April 29, 1950. 


plish for us? Goldsmith states that “Social 
Accounting, i.e., a system of accounts for 
a community, has three main functions: 
to provide a running, historical record of 
the community’s economic operations; 
to measure the efficiency with which the 
community’s economy operates; to pro- 
vide a periodic inventory, i.e., an indica- 
tion of the economic position of the com- 
munity.’ Of these three, the second one, 
that of a report of progress toward a goal 
or an objective probably is the central or 
key function. If this is so, we are then 
faced with still another question, progress 
toward what goal or toward what objec- 
tive? This can be expressed differently. 
Goldsmith states that both social and 
business enterprise accounting measures 
and records “economically relevant”’ trans- 
actions. But how can we define “econom- 
ically relevant” except in relation to and 
in terms of purpose, objective, or goal of 
the accounting entity in question? 

Kuznets states that “The basic assump- 
tion concerning goals of economic activity 
can thus range from recognizing none ex- 
cept sheer increase of capacity as measured 
by population and capital—to recognizing 
several so that the flow of several cate- 
gories of products is taken at their gross 
value (goods to ultimate consumers, goods 
for the armed conflict, certain categories 
of public or private capital).”* With these 
variations in basic assumptions social ac- 
counting aggregates such as national in- 
come would vary. 

In the Western world, social accounting 

1 R. W. Goldsmith, “Measuring National Wealth in 
a System of Social Accounting,” in Studies in Income 
and Wealth, Vol. 12, p. 24. 


2 Simon Kuznets, “‘National Income: A Summary of 
Findings,” p. 115. 
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rests on the basic assumption that to pro- 
vide goods to consumers is the primary 
purpose of economic activity. The pro- 
duction process is so defined as to exclude 
increase in population as product and to 
exclude the goods consumed in maintain- 
ing the inhabitants and enabling them to 
grow and multiply as intermediate prod- 
uct. Human beings are excluded from 
the category or concept of property, as- 
sets, or capital. 
In a footnote, Kuznets writes, 


“Tf one entertains a social philosophy in 
which the criteria of economic activity are 
other than the satisfaction of consumer’s 
wants (e.g., the test of contributing to the 
military glory of the state or the honor of the 
nation couched in terms of blood and soil) one 
would not accept the provision of goods to 
consumers as the primary goal. 

“Likewise, if one’s views of economic in- 
stitutions leads to the conclusion that they, in 
fact, are not organized for the purpose of en- 
hancing the material welfare of consumers, the 
second ground for accepting the latter as the 
primary goal in defining national income is 
absent. In these cases, another concept of 
national income is called for; and another total, 
if the concept is at all measurable, would re- 
sult. 

“This has distinct bearing upon interna- 
tional comparisons of national income, when 
made for economies differing widely in the 
character of their social organization and goals; 
or for inter-temporal comparisons for one and 
the same country when the character of social 
organizations and goals have altered radically. 
In such cases, the application of the customary 
definition of national product means, in fact, 
applying criteria that may be relevant to one 
term of the comparison but not to the other. 
Even so, there may be significance in judging 
the net contribution of two or more national 
economies by the criteria recognized by one 
alone.’’ 


In an exchange society, most economic 
activity is market-bound and is reflected 
by transactions, such as payment of taxes 
by a business, the payment of wages or 
salaries to individuals, the expenditure of 


3 Simon Kuznets, “National Income: A Summary of 
Findings,” p. 116, note 31. 


consumers, and the outlays of producers 
for capital equipment. Transactions in 
the market place—speaking generally and 
in the large—comprise the bulk of what is 
measured andrecorded insocial accounting. 

There are, however, important excep- 
tions. Some economic activity never 
reaches the market place and is never re- 
flected in formal transactions. To give 
social accounting greater coverage, work- 
ers in the field impute certain transactions 
to various parts of the economy when 
actually no such transactions have taken 
place. Such is the case of imputed rents on 
owner-occupied dwellings. Likewise im- 
puted transactions are set up showing, on 
the one hand, the market value of the 
goods farmers produce for home consump- 
tion and, on the other hand, the market 
value of the home-produced goods farmers 
consume. Concerning this last point Carl 
S. Shoup states that “The data available 
on this point are often so scanty that in 
practice the national income of a largely 
agricultural country is likely to be sub- 
stantially understated.’ 

A large bloc of economic activity—work 
done in the home by house wives or other 
members of the family, such as baking, 
sewing, canning, laundering, house clean- 
ing, etc.,—is not imputed, in a similar 
manner and for similar reasons because 
the problem of measurement is considered 
too difficult to carry out in a statistically 
reliable manner. The magnitudes omitted 
are far from minor, however. Kuznets 
states that “the value of house wives’ 
services are roughly estimated at some 
$23 billion in 1929, or more than one- 
fourth of national income. And in countries 
where the market is less developed than 
in the United States, the limitations of 
economic activities to those market- 
bound leads to a major undercount.’® 


‘Carl S. Shoup, “Principles of National Income 
Analysis,” p. 15. 

5 Simon Kuznets, ‘National Income: A Summary of 
Findings,” p. 124. 
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Moreover, some market-bound activities, 
(many market transactions), are excluded 
and omitted. 

Insofar as the inadequate statistical 
data available premits, all illegal trans- 
actions such as hired services of Murder, 
Inc., or manufacture and sale of illegal 
drugs, etc., are omitted and excluded. The 
test of legality is generally erratic—con- 
sider the prohibition years—and difficult 
to apply—consider a shady business deal 
that has not as yet been prosecuted in 
courts and may never be. Furthermore, as 
Carl Shoup points out, “‘where ‘black 
markets’ are widespread, the inclusion 
of the latter types of illegal activity may 
be essential to avoid arriving at a total of 
national income more misleading than 
informative.’ 

Insofar as the statistical data available 
permits, all transactions which result in a 
change of ownership of existing assets but 
do not reflect any activity on the part of 
the participants aside from purely finan- 
cial transactions are also excluded and 
omitted.’ This would include gambling 
gains, net gains on sales of capital assets 
without any preceding input of resources 
to account for the gain, and gifts.® 

Due to the lack of data and inability to 
make measurements on a continuous basis, 
such activities as taking boarders or lodg- 
ers, spare-time jobs, and the like are also 
omitted and excluded.?® 

Because of scarcity or lack of data, 
workers in the field cannot do much about 
the above omissions. These omissions, 
nevertheless, are significant and should be 
kept constantly in mind in interpreting 
both secular and cyclical movements. As 
a country becomes more commercialized 
and urbanized, the relative importance of 


®Carl S. Shoup, “Principles of National Income 
Analysis,” pp. 11-12. 
7 Richard Ruggles, “An Introduction to National 
Income and Income Analysis,” p. 9. 
§ Simon Kuznets, ibid., p. 123. 
_* Simon Kuznets, “National Income: A Summary of 
Findings,” p. 125. Carl S. Shoup, “Principles of Na- 
tional Income Analysis,” par. 24, p. 15. 


Social Accounting 35 


the household and casual part-time activ- 
ity as a source of consumer goods progres- 
sively declines and business firms progres- 
sively take over the functions of baking, 
sewing, canning, laundering, etc., formerly 
performed—(unmeasured)— in the house- 
hold, or by casual part-time activity. 
Consequently an upward bias and exag- 
geration is given to the growth of national 
income from decade to decade. This also 
needs to be taken into account in the com- 
parison of the national income of two coun- 
tries at different stages in the commercial- 
ization of family production. 

During any expansion of economic activ- 
ity—for whatever reason—people move 
from non-market to market areas and 
from occasional to full-time jobs. In the 
larger net product, the proportion of meas- 
urable market-bound activities increases 
at the expense of non-market activities or 
occasional jobs. The reverse is true in 
periods of contraction. Reported cyclical 
variations in national income therefore 
exaggerate short term changes in the 
more comprehensive total.’® 

From the point of view of many 
people, the greatest omission of all is the 
deliberate omission of the human cost of 
turning out the net product. It is question- 
able if such costs are measureable; or if 
measureable, could be estimated in terms 
comparable to those in which net product 
is estimated. There is a special reason for 
calling attention to this neglected area in 
social accounting measurement and that 
is to enable us better to understand some 
of the longer trends. It warns us against a 
too easy acceptance of the thesis that a 
high national income is the sole disider- 
atum in theory or the dominant motive in 
fact in a nation’s economy. Both recently 
and in the past a potentially larger net 
national product has been forfeited for the 
sake of mitigating some intangible costs 
of the type under consideration here.” 

10 Simon Kuznets, ibid., pp. 125-126. 


1 Simon Kuznets, “National Income: A Summary of 
Findings,” pp. 126-128. 
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UNIT OF MEASUREMENT 


Inasmuch as social accounting is an 
application of quantitative method, the 
second main task is to find a unit of meas- 
urement—a common denominator for the 
various goods and services so that we can 
add them. 

No imaginable physical property could 
be selected that would be a common de- 
nominator for all goods and services. 
Moreover no imaginable physical property 
or goods could be accepted as in any way 
reflecting consistently their economic sig- 
nificance, i.e., their importance in terms of 
costs and returns. 

Inasmuch as market prices approximate 
the relative economic significance of vari- 
ous goods more closely than any physical 
property, the universal unit of measure- 
ment used in all accounting—both social 
and private—is the unit of exchange value, 
the ‘“‘money-of-account.” 

Unfortunately, however, this unit is far 
from ideal. Market prices do not reflect 
the relative economic significance of dif- 
ferent categories of goods consistently 
from period to period or within the same 
year among distinctly different types of 
markets, consistent that is, with the input 
of real resources, such as labor and the 
satisfaction consumers derive from the 
product.” 

There are thus two distinct aspects to 
the valuation problem—changes in prices 
over time and differences in pricing bases 
among several sectors of the economy at 
a given time. 

Workers in the field have attempted to 
adjust for changes in prices over time 
through the application of product-price 
indexes. Appropriate and suitable product- 
price indexes are very difficult to construct 
and also to interpret. Richard Stone 
points (1) to the difficulties surrounding 
price and average value which is particu- 


12 Cf. Simon Kuznets, “National Income: A Sum- 
mary of Findings,” p. 129. 
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larly acute in the field of personal and pro- 
fessional services and (2) to the problem 
of interpreting price corrections under 
conditions of rationing or other forms of 
controlled market conditions.” After point- 
ing out that price changes over time can 
be the result of changes in cost or changes 
in wants and tastes as well as changes in 
the value of the dollar, Carl Shoup em- 
phasizes that changes in wants from one 
period to another make it difficult to inter- 
pret any inferences which otherwise might 
be drawn from a comparison of the na- 
tional income of successive periods or dec- 
ades.™ 
He goes on to add, 


“Even if it is assumed that consumer wants 
are the same at one time or place as at another, 
the deflated total of national income may be 
ambiguous as a partial indicator of material 
welfare. It is possible for the pattern of con- 
sumption to alter, because of changes in rela- 
tive prices of various goods, in a way that 
makes it impossible to obtain a clear answer 
through adjustment by an index of prices,” 


Simon Kuznets writes, 


‘All we need stress here is that to adjust 
national income for temporal changes in prices 
is far more difficult than to adjust any one com- 
ponent. Because of the very comprehensive- 
ness of national income totals, they cannot be 
estimated directly in terms of quantities, then 
weighted by some constant prices; and the 
‘deflation’ of the current price totals for 
changes in prices over time requires price in- 
dexes of a comprehensiveness virtually impos- 
sible. It is difficult enough to get comparable 
prices for groups of commodities fairly stand- 
ardized in quality, such as steel or cotton of 
specific grades. But when one visualizes the 
variety of goods included in national income, 
and the importance in it of services or com- 
modities subject to rapid qualitative changes, 
the difficulty of ‘deflating’ the current dollar 
totals precisely seems insurmountable. Na- 


13 Richard Stone, “Definition and Measurement of 
the National Income and Related Totals” in Appendix 
to U.N. Studies and Reports on Statistical Methods, No. 
7, p. 94. 

44 Carl S. Shoup, “Principles of National Income 
Analysis,” p. 6. 

45 Carl S. Shoup, ibid., p. 6. 
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tional income totals in constant prices are con- 
sequently rough approximations, though al- 
ways measuring net product more accurately 
than unadjusted totals in current prices.’ 


For lack of proper data, social account- 
ing aggregates, even in constant prices, 
are not adjusted for differences in price 
bases of the component sectors.”” 

Failure to adjust for differences in price 
bases has far reaching effects. One illus- 
tration is the perennial bundle of problems 
arising in measuring the share of govern- 
ment. Kuznets states that these latter 
problems are essentially insoluble and 
that as a consequence, the solution given 
them in practice are the least unsatisfac- 
tory of the various possible arbitrary solu- 
tions."* 

Kuznets also stresses the bearing of dif- 
ferential pricing upon international com- 
parisons of national income. 


“When we consider more than one national 
economy, differences in the relative importance 
of various sectors within each are perhaps 
most pronounced. Failure to adjust for price 
differentials among the several sectors in each 
country means that international compari- 
sons cannot be made properly unless it is as- 
sumed that the relative distribution of national 
income among these various sectors as well as 
the extent of the intra-national price differ- 
entials are similar. Obviously, such an assump- 
tion is not valid. Hence international compari- 
sons of levels, composition, and even changes 
in national income cannot be sound until some 
advance has been made toward adjusting for 
price differentials within each country. The 
customary basis for international comparisons 
of national income, exchange rates, or market 
prices for a few commodities, is obviously so 
crude that only the biggest differences can be 
deemed significant.’’!® 


SOCIAL ACCOUNTING SYSTEMS 


The third of the three groups of initial 
decisions which must be made in social 


_'* Simon Kuznets, “National Income: A Summary of 
Findings,” p. 130. 
7 Cf. Simon Kuznets, ibid., pp. 130-131. 
'® Cf. Simon Kuznets, ibid., pp. 131-134. 
® Simon Kuznets, ibid., p. 134. 


accounting, as in all accounting is the de- 
termination of the accounting process to 
be followed. This covers and includes 
questions of system design and mechanics, 
account captions and terminology, types of 
reports, disclosure, etc. 


«|, . Care must be taken to insure that the 
system is adequate; the accounts must be 
sufficiently detailed without being unduly 
complex. All items for which an accounting is 
to be made must be included, but care must be 
taken to avoid ‘double counts’. It is this ap- 
paratus in its entirety which is referred to as 
the system of social accounts.’’° 


Conceptually, every transacting unit in 
the economy,—i.e., each individual family, 
firm, government unit, etc..—should com- 
prise a separate accounting entity in a 
system of social or national accounts. 
Conceptually, furthermore, every trans- 
action between transacting units will be 
recorded twice: at the receiving end and 
at the paying end,—once, that is, by each 
transacting unit.” With double-entry ac- 
counting involved both at the receiving 
end and at the paying end, national or 
social accounting would necessitate quad- 
ruple-entry. 

Considering the thousands of transact- 
ing units in an economy, and the millions 
of individual transactions which take 
place in the economy in any period, such a 
system would be impossible to operate 
and unmanageable in its great mass of de- 
tail. Right at the outset, therefore, we are 
confronted with the necessity of finding 
means of reducing this bulk. This can be 
done in two ways: first, by combining ac- 
counting entities, and second, by combin- 
ing transactions. “Thus, in setting out a 
system of social accounts, the principal 
problem is to know how far to go in com- 

20 W. W. Cooper, “Social Accounting: An Invitation 
to the Accounting Profession,” THE ACCOUNTING RE- 
view, July, 1949, p. 235. 

21 Cf. Richard Stone, ‘Definition and Measurement 
of the National Income and Related Totals” in Meas- 
urement of National Income and the Construction of Ac- 


counts, Studies and Reports on Statistical Methods, No. 
7, pp. 26-27. 
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bining accounts and transactions. A course 
must be steered between the unmanage- 
able detail of too many accounting enti- 
ties and types of transactions and the lack 
of information which results when the 
process of combination is carried too 
far.” 

It should be obvious that there is no 
uniquely right way of combining accounts 
and transactions so as to form a manage- 
able and useful system of social accounts. 
The differences, between the system of ac- 
counts set up by the Department of Com- 
merce and that set up by Richard Stone 
in his study could be cited by way of 
illustration.” 

Moreover, it should also be obvious 
that the degree with which an economy is 
covered will vary with the system chosen. 
For example, for the purpose in hand, will 
it be sufficient to combine the operating 
accounts of all business firms—including 
banks, insurance companies, and other 
financial intermediaries—into one single 
account for productive enterprises? Or 
does the problem in hand require a separa- 
tion of financial intermediaries and other 
business firms? Or does the problem in 
hand require that agriculture, mining, 
manufactures of various kinds trade, etc., 
be treated as separate accounting entities? 
The more detail required, the more com- 
plete will the underlying system of records 
have to be. In interpretation, it is impor- 
tant that ‘“‘care must be taken to see that 
the combined system does not involve dis- 
tinctions which do not exist in the ele- 
mentary accounts from which the system 
is conceptually built-up.”™ 

For social accounting, accounting en- 


2 Cf. Richard Stone, “Definition and Measurement 
of the National Income and Related Totals” in Meas- 
urement of National Income and the Construction of Ac- 
counts, Studies and Reports on Statistical Methods, No.7, 

27 


*3 Cf. ‘‘National Income Supplement to Survey of 
Current Business,” July 1947, pp. 2-8 and Richard 
Stone, ibid., pp. 44-53. 

*4 Richard Stone, ibid., p. 27. 


tities may be defined as including and 
covering all transacting units in an econ- 
omy. A group of accounting entities— 
grouped according to function—brought 
together with intergroup transactions elim- 
inated will constitute a sector. The De- 
partment of Commerce sets up households, 
governments, firms, and the ‘‘Rest of the 
World” as its sectors. Richard Stone on 
the other hand sets up Productive Enter- 
prises, Financial Intermediaries, Insur- 
ance and Social Security Agencies, Final 
Consumers, and The Rest of the World 
as his five sectors.* 

The various sectors may be decomposed 
into subsectors, or regrouped and con- 
solidated at still broader levels until the 
whole economy is included in a single set 
of statements. 

In addition to recognizing the main 
sector groups (or sector subgroups), it is 
necessary and essential to realize that each 
entity may have to keep more than one 
account. For example all entities must 
keep both a current and capital account 
since for most purposes current and cap- 
ital transactions must be kept distinct. 
Richard Stone sets up twenty-four sepa- 
rate accounts for his complete system.™ 

Furthermore, transactions must be classi- 
fied according to the economic considera- 
tion against which money passes, and 
Richard Stone maintains that very little 
progress can be made unless three basic 
types of consideration—namely nothing 
(as in unilateral transfers), something real, 
and something nominal (as in all transfers 
of cash and financial claims) are kept dis- 
tinct.?” 

Thus—to sum up—the main require- 
ments of any system of social accounts is 


26 Cf. Richard Stone, “Definition and Measurement 
of the National Income and Related Totals” in Meas- 
urement of National Income and the Construction of Ac- 
counts, Studies and Reports on Statistical Methods, No. 


7, p. 44. 
6 Cf. Richard Stone, ibid., p. 44. 
27 Cf. Richard Stone, ibid., p. 28. 
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specification and determination of (1) the 
basic accounting entities, (2) the nature 
of the accounts they are to keep, and (3) 
the considerations to be distinguished. 
Finally a word as to the end-products— 
the financial statements for the economy. 
These can be summarized as follows, (1) 
National Income and Product Statements 
for each of the sectors and for the economy 
as a whole; (2) National Balance Sheets or 


“‘National Wealth Estimates and the Struc- 
ture of Claims’’ for each of the sectors and 
for the economy as a whole; (3) Statements 
of Sources and Applications of Funds for 
each of the sectors and for the economy as 
a whole; (4) Anticipation or Budget Fore- 
cast Statements such as Anticipated Sales 
Budgets, Capital Expenditures Budgets, 
and Inventory Forecast Budgets and (5) 
the so-called “Input-Output Tables.” 
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STRAIGHT-LINE METHOD OF 


DEPRECIATION 


J. D. CAMPBELL 


Professor and Head of the Department of Accounting, University of Alberta; Chartered 
Accountant and Registered Industrial Accountant in Canada 


GREAT DEAL of controversy has taken 
A place recently covering the field of 
depreciation and the acceptable 
method to be applied in the allocation of 
the expenditure of fixed assets to revenue. 
The recent decision of the Dominion In- 
come Tax Department in Canada to revert 
from the straight-line method to a reduc- 
ing balance method for tax purposes is 
perhaps the most outstanding illustration 
of an apparent change in thought in this 
field in Canada. In addition certain ac- 
countants and business instructors have 
tended to accept these changes without 
too much question. This might appear to 
indicate a failure to fully recognize the 
underlying basis both as to the nature of 
depreciation and the purpose which it 
serves. 

Mr. C. Gruneberg of the University of 
Kansas City, in the April, 1950 issue of 
Tue AccountTinGc REview, “ts Account- 
ancy a Field of Science?’’, states, “The 
most widely used accounting method, the 
straight-line method, certainly does not 
reflect the ‘true’ depreciation. Nobody ever 
has made the claim that this method rests 
upon the divine authority of ‘fundamental 
truths.’ Rather, every accountant knows 
that the straight-line method is not used in 
order to give the ‘true’ depreciation but is 
used only for the reason that it is a conven- 
ient way of estimating the depreciation 
charge.” 

The basic principle underlying the de- 
preciation charge has been expressed by 
V. J. Davis, F.C.A., in the 12th of August, 
1950 issue of the Accountant. Here he 
states, “The accounting principles govern- 


ing the charging of expenditure on fixed 
assets to revenue are the same as those 
governing the charging of current ex- 
penditure to revenue and there can be no 
question of setting aside amounts out of 
profits to meet the expense. Money has 
been spent in the past, and sooner or later 
it has to be charged to revenue, and when 
the whole of the fixed assets has expired, 
the whole of the expenditure on the fixed 
assets will then have been charged to 
revenue; and so far as that transaction is 
concerned the whole matter has been 
finished.” 

The fundamental proposition in regard 
to depreciation arises from the necessity 
of presenting income statements for peri- 
ods of shorter duration than the life of the 
assets. The oft-quoted quotation of the 
statement made by Mr. George S. May 
might be repeated at this point, ““The dis- 
tinction . . . rests .. . upon the relation of 
the useful life of the property required and 
the length of the accounting period for 
which income is being determined. A cap- 
ital expenditure is one, the usefulness of 
which is expected to extend over several 
accounting periods. If the accounting 
period were increased from the customary 
year to a decade, most of what is now 
treated as capital expenditure would be 
charged to income; while if the period 
were reduced to a day, much of what is 
now treated as current maintenance would 
become capital expenditure.” 

It has been stated that the same prin- 
ciple underlying the charging of deprecia- 
tion against revenue exists as applies to 
any other expense and therefore the gen- 
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eral concept underlying the presentation of 
a true statement of operations, namely, 
the attempt to make an accurate matching 
of cost and revenue forms the fundamental 
basis under which a justification exists for 
the charging of depreciation against the 
revenue of a given period. The difficulty 
encountered in determining whether or not 
one method of depreciation as against an- 
other should be used in disclosing the true 
picture should not be minimized but cer- 
tainly, in the decision in this field, the 
person making the decision should be 
clearly aware of the nature of the charac- 
teristics attached to the definite methods. 


‘The use of one method as against another, 


providing it meets the requirement of the 
fundamental concept previously men- 
tioned, I think would be ample justifica- 
tion for the use of that method. An exam- 
ination of the characteristics underlying 
the straight-line method of allocation and 
depreciation is presented here as it is felt 
that much of the controversy which has 
taken place covering this method has 
failed to give due consideration to its 
essential characteristics. 

In the utilization of any fixed asset over 
a given period of time certain elements 
are involved which should be considered 
as a unit in the determination of the net 
expense to be allocated to the revenue of 
ahy given period representing the value 
of the services rendered by that fixed asset 
during the period under consideration. 
These elements fall into four catagories, 
namely, depreciation proper, repair costs, 
interest expense and interest income. Too 
frequently in considering the item of de- 
preciation all of the elements are not con- 
sidered. 

The item of repair charges normally 
treated as a charge against income in the 
year in which they occur may indicate a 
distinct pattern over a series of periods. 
On the assumption that this repair charge 
pattern takes the form of a triangle with 
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gradually increasing charges as the peri- 
ods progress, a justification has been built 
up for the allocation of depreciation pro- 
per in such a way as to result in the com- 
bining of periodic charge for depreciation 
proper and repairs to be approximately 
equal over the respective periods. This is 
one of the underlying assumptions which 
has been advanced for the justification of 
providing for depreciation under the re- 
ducing balance method. There is no quar- 
rel with this assumption provided the 
actual facts in regard to repair charges 
present the pattern upon which the as- 
sumption is based and that no other fac- 
tors enter the picture being presented. 

The fixed asset being used requires a 
capital outlay and therefore there is in- 
volved in its use an interest cost which 
should be taken into consideration in the 
determination of the composite cost in- 
volved in determining the value of the 
services rendered by the fixed assets dur- 
ing a given period. It is recognized that the 
source of the funds may play an important 
part in justifying the consideration of this 
item in determining the nature of the item 
of depreciation proper to be utilized in any 
given case, but as this charge, over the 
periods involved will be equal disregarding 
the item of interest income which is 
treated separately here, this item will not 
affect the picture presented. 

The depreciation for the period serves 
to indicate the extent to which the fixed 
assets have been: converted into the form 
of current assets which will be used in the 
operation of the business. These current 
assets in turn earn revenue (assumption) 
and therefore are reflected in the periodic 
income statement by an item of interest 
revenue which discloses a pattern of a tri- 
angle being low in the earlier years and 
gradually increasing as the cumulative 
amount transformed from fixed assets to 
current assets increases. 

It is felt that only, by considering the 
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items which have been mentioned pre- 
viously as a unit, can a logical decision be 
made as to whether or not one method of 
depreciation is more acceptable than an- 
other. The following statement is made on 
the basis of the under stated assumption— 
that the value of fixed assets utilized dur- 
ing an accounting period will be deter- 
mined on the basis of passage of time or, 
in other words, that any given period of 
an equal length will receive equal value of 
services rendered by the fixed asset during 
that period. 

It must be realized that, where the as- 
sumption is not valid the arguments ad- 
vanced must be weighted accordingly. On 
the basis of the above it is held, considering 
it as a unit with the primary aim of pro- 
viding an over-all equal charge to the indi- 
vidual period, that the depreciation proper 
should be equal in each period, assuming 
no change in assets and therefore, that the 
straight-line method of depreciation will 
be justified on a firmer basis than merely 
for the reason that it is, “‘a convenient way 
of estimating the depreciation charge.” 

The following example has been worked 
out illustrative of the above. It must be 
realized that the choice of amounts and 
circumstances existing have been inten- 
tionally directed in line with the proposi- 
tion outlined. 


Illustration 


On ist of January, 1945 the X Company 
Limited purchased a fixed asset for 


$100,000 from funds which it borrowed at 
4% per annum repayable on 1st of Jan- 
uary, 1950. Over the five year period the 
repair and maintenance costs applicable 
to the fixed asset showed: 


1945 $ 600 1948 $3,000 
1946 1,500 1949 3,500 
1947 2,400 


It is assumed that the funds resulting 
from the conversion from fixed assets to 
current assets (depreciation proper) will 
earn within the business at least 4% per 
annum. On the assumption that deprecia- 
tion proper occurs on a straight-line basis 
the interest income will appear in the 
accounts as follows: 


1945 400 1948 $2,800 
1946 1,200 1949 3,600 
1947 2,000 


Over-all cost of services other than de- 
preciation proper rendered by fixed assets 
and already reflected in the periodic in- 
come statement: 

1945 1946 1947 1948 1949 
$ 600 $1,500 $2,400 $3,000 $3,500 
$4,000 4,000 4,000 4,000 4,000 
$4,600 $5,500 $6,400 $7,000 $7,500 
Less Interest 

400 1,200 2,000 2,800 3,600 


Income 
$4,200 $4,300 $4,400 $4,200 $3,900 


Repairs 
Interest Cost 


On the assumption that the overall 
charge for the services rendered should be 
equal in each year the logical decision 
would be that the charge for depreciation 
proper should be made on a straight-line 
basis. 
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RESTRICTIONS ON ASSETS 
FRED WEBER 
Instructor, Montana State College 


HERE HAS ALWAYS BEEN a great deal 
(k dissention between accountants 

and management concerning charges 
to depreciation expense and the corre- 
sponding credits to the reserves for de- 
preciation. There has been some discussion 
of the need for an entirely new outlook on 
the subject. Perhaps a careful considera- 
tion of the entry made to establish a re- 
serve might give us this new outlook, and 
it might suggest that we eliminate the 
terms ‘‘depreciation”’ and “reserve” from 
our accounts and our thinking. 

Let us examine the entry to establish or 
to accumulate the reserve. There are two 
possible views of the effects of such an 
entry. First, a debit to an expense and a 
credit to the reserve decreases the book 
value of the fixed asset. This is the usual 
postulate. Second, a debit to the expense 
and credit to the reserve withholds from 
ownership equity a portion of the increases 
in new assets coming into the business 
because of profits. The entry does not de- 
crease new assets coming into the business 
because of profits. It simply withholds or 
restricts them from distributable owner- 
ship equity. 

Let us assume, for a few minutes at 
least, that the second postulate is true 
and see where it will lead us. An obvious 
definition of a reserve account, then, is 
“a restriction on assets.’! The restriction 
would seem to be a restriction on current 
assets brought into the business by profits. 
But since these will soon be partly re- 


1 Adapted from William J. Vatter, The Fund Theory 
of Accounting and Its Implications for Financial Reports, 
University of Chicago Press, Chicago. Vatter uses this 
phrase to define liabilities and net worth. His position is 
well taken. But it is the author’s opinion that the phrase 
1s equally applicable and more beneficial in defining a 
reserve account. 


invested and former restrictions largely 
re-invested in other income producing 
fixed assets, the restriction seems to be on 
the total assets of the business. 

There is an objection to the term ‘‘de- 
preciation” inherent in the entry. A re- 
striction on assets would seem to be for 
the purpose of financing replacement— 
either directly or by earnings re-invested. 
“Maintenance of Service Potential’’ would 
be a better expense debit. Either ‘Re- 
serve” or “Restriction” would be appro- 
priate for the credit. Perhaps, ‘‘Restric- 
tion” is a little more descriptive, and the 
term is not subject to so many connota- 
tions. Any number of restriction accounts 
may be established. There should be at 
least two types: restrictions on current 
assets and those which seem to be on total 
assets. 

Restrictions on current assets would in- 
clude “Restriction for Bad Debts,” and 
various types of what are usually classified 
as surplus reserves, e.g., “Reserve for 
Contingencies,” if they are almost certain 
to be expenditures within one year. 

Restrictions applying to all assets are 
restrictions for renewal of fixed assets and 
surplus reserves, e.g. “Sinking Fund Re- 
serve,’ established to meet more remote 
contemplated expenditures. Even if the 
expenditure is to be made in the next 
period, but is to be by long-term financing, 
the restriction would fall in this classifica- 
tion. 

The fact that restrictions for renewal 
apply to all assets implies that only one 
account would need to be maintained in 
the general ledger for this restriction, pro- 
viding adequate subsidiary records were 
maintained. This is not necessarily true. 
It might be the prevailing opinion that 
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we should still think in terms of deprecia- 
tion to the extent of writing off fixed 
assets. If this were the case, in times of 
rising prices the entry would require two 
credits—one to the restriction account 
and one to a restriction for renewal of 
fixed assets at excess prices. If a general 
price decline ensues, the balance or bal- 
ances of such excess restriction accounts 
could be transferred to the surplus account 
at a time when surplus is likely to be em- 
barrassingly low. The assets would no 
longer need to be restricted from owner- 
ship equity. 

What effect would the theory of restric- 
tions of assets have on the balance sheet? 
It may have little, if any. On the other 
hand, a re-consideration of the balance 
sheet items in this light may reveal: (1) 
Restrictions on current assets should be 
deducted from current assets (the grow- 
ing practice of deducting current liabili- 
ties may still be followed); (2) since re- 
strictions for renewal apply to total assets, 
only one account would have to be main- 
tained for this type of restriction; and (3) 
restrictions for renewal and other re- 


strictions applying to total assets should 
be deducted from total assets on the bal- 
ance sheet. If current liabilities had been 
deducted from current assets, the result 
of the last step would be ‘‘Net Capital 
Equity.” 

t is hard to see how the theory of re- 
strictions on assets, honestly and consist- 
ently followed, could work to the detri- 
ment of anyone. Rather, it would probably 
be to the advantage of all interested 
parties. Certainly it would assist manage- 
ment in trying to measure its big problem 
of replacement of fixed assets. For a going 
concern the problem of providing for fixed 
asset replacement would seem to be more 
important than establishing a valuation 
reserve for old assets. The theory pro- 
pounded above would direct our attention 
and skills to the very problem that man- 
agement must constantly keep in mind. 

There would, of course, be difficulty in 
formulating guiding principles in carrying 
out such a policy. But would it be more 
inaccurate, more confusing, or more sus- 
ceptible to inequities than the present 
depreciation policy? 
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WHAT IS A CERTIFIED PUBLIC 
ACCOUNTANT?P* 


GEORGE R. DONNELL 
George R. Donnell and Associates 


Y GOOD FRIEND Walter Dean served 

M for many years as chairman of the 
State Board of PublicAccountancy 

of New York. Mr. Dean tells a little story 
concerning a letter which he received from 
an assistant commissioner of education as 
the result of an inquiry concerning a candi- 
date to take the certified public account- 
ant examinations in New York. The letter 
he received in reply read about like this: 
“Mr. Blank is a graduate of such-and-such 
college, therefore, we must assume that 
he is well educated, although all the other 
evidence is to the contrary.” That story 
seems to be appropriate here before a 
group of seniors who are about to be gradu- 
ated with an accounting major, because it 
emphasizes that in addition to formal col- 
lege education, there are many phases of 
preparation and qualification which can- 
not be included in any curriculum but 
which are quite important factors in the 
potential success of a person about to enter 
a profession. For example, a person must 
be possessed of strong moral stamina, of 
physical strength to withstand the rigors 
of a professional practice, of a mind ca- 
pable to clear thinking, of a well balanced 
personality, of emotional control, which 
includes the extremes of initiative and 
perseverance on one hand and of marked 
restraint on the other, of social inclinations 
which incline him to serve his community, 
and of a knowledge that his professional 
accomplishments will be of value only if 
they serve and protect the public welfare. 
Hardly a person who can read English 


*This paper was presented at the Third Annual 


Accounting Conference, College Station, Texas, April 
28, 1950. 


fails to interpret properly the abbreviation 
“M.D.” and to know that a doctor of 
medicine is a man recognized as qualified 
to safeguard the health of his fellow men. 
Likewise, hardly a person lives who does 
not have at least a vague understanding 
that only a lawyer or attorney at law 
should be engaged to represent him in 
matters which must come before a court of 
law. On the other hand, any person who 
has served as a member of a state board of 
public accountancy can attest that an ap- 
palling number of people engaged in 
business do not distinguish any difference 
between a public accountant and a certi- 
fied public accountant. What is a certified 
public accountant anyway? 

In order to deduce a proper answer, let 
us first place the certified public account- 
ant in a proper positional classification; 
then let us compare that classification 
with others in the same general range; 
next, if there is time, let us discuss his 
responsibilities. 


POSITIONAL CLASSIFICATION 


To ascertain his positional classification, 
we need look only at the table of contents 
of Contemporary Accounting, A Refresher 
Course for Public Accountants.’ There we 
see an incomplete, but nevertheless a long 
list of services which certified public ac- 
countants are frequently called upon to 
render to their clients. Some of these serv- 
ices are: examination of records leading to 
proféssional expression of opinion on 
balance sheets and income statements; 
preparation of consolidated statements; 


1 Contemporary Accounting, ed., Thomas W. Leland. 


d 

L | 

It 

ly 

re 

yn 

yn 

in 

g 

re 

S- 

t 


46 The Accounting Review 


installation of accounting systems; cost 
accounting; budgetary control; ascertain- 
ment of taxable income and tax liability, 
not only for federal returns, but for state 
returns; ascertainment of liability for in- 
heritance and estate tax purposes, and on 
gifts; counsel regarding an unlimited 
scope of business methods, transactions, 
reorganizations, acquisition or sale of 
businesses and business property; prepa- 
ration of business affairs to minimize tax 
incurrence; preparation of reports to many 
regulatory governmental agencies, par- 
ticularly the Securities and Exchange 
Commission. Do we need to relate any 
other services of the certified public ac- 
countant? One cannot deny that the wide 
variety of services and the obvious extent 
of responsibility which should underlie 
those services permit only one positional 
classification—that is professional. 

But what do other people who are not 
accountants say? Edward N. Allen, a di- 
rector of the United States Chamber of 
Commerce and a past president of the 
National Retail Dry Goods Association, 
once remarked that accounting was as 
valuable as merchandise to a_ business 
enterprise and that the accountant had 
become “counselor extraordinary to the 
menwho manage the nation’s enterprises.’” 


COMPARISONS 


Now let us see how the certified public 
accountant compares with others who 
may fall within the same general range 
and whose duties sometimes overlap those 
of the certified public accountant. We 
might include comparisons with public 
accountants who are not certified, with 
comptrollers or internal auditors, with 
bookkeepers (for many bookkeepers think 
they are accountants), and with lawyers. 


* New England Accounting Conference at Hartford, 
Connecticut, in 1946, as quoted in Journal of Account- 
ancy, “Editorial,” August 1946, p. 97. 


Comparison with Public Accountants 


Unfortunately, great numbers of people, 
including many people engaged in busi- 
ness, do not know that any difference exists 
between the certified public accountant 
and the public accountant. The certified 
man has demonstrated through legally 
prescribed methods that he is properly 
and suitably prepared to serve the public 
in important accounting matters. The 
public accountant may be a capable per- 
son but he has not demonstrated such 
capability through the legally prescribed 
methods. 

Now, if we make a comparison based on 
statistical sampling, we find that: The 
average age of public accountants is nearly 
twenty years greater than their certified 
colleagues AT THE DATES OF SUC- 
CESS by the latter group in their respec- 
tive examinations. The certified public ac- 
countant candidates show an average of 
several years more education than their 
non-certified brothers. It has been shown 
that the certified public accountant candi- 
dates have received more technical educa- 
tion in their professional field, as well as 
more academic education. In duration of 
experience, as in age, the non-certified 
public accountants have the advantage 
over the certified public accountant candi- 
dates, but it should be remembered that 
experience alone is not the best prepara- 
tion for a professional career. 

A story is told of a school teacher who 
had been employed in one school for 
twenty years. When another teacher of 
eight years employment was made princ- 
pal, the first teacher complained to the 
superintendent, and cited her twenty years 
of experience. The superintendent, well 
trained in evaluation of teachers and their 
accomplishments, replied, “Let us state it 
this way. You have had one year of expe- 
rience repeated twenty times.” I hope that 
each of you who plans to do a public 
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practice will become a certified public ac- 
countant. 


Comparison with comptrollers 


Unfortunately, there are no statistics 
by which to measure the average or typ- 
ical education and the experience of comp- 
trollers, internal auditors, and chief ac- 
countants of sizable businesses. One au- 
thoritative delineation of responsibilities of 
such persons ably sets forth their duties as 
follows: 


1. The development of a proper system and 
classification of accounts, making such 
changes and improvements as appear ad- 
visable from time to time. 

. The operation of the accounting procedure, 
that is, direction of the accounting forces 
and work in such manner that appropriate 
reports and statistics are produced. 

3. Conveying to the management reports of 
operating forces, statistics, and information 
developed from accounts, in such shape that 
they may be most conveniently and effec- 
tively used.$ 


Despite the fact that this description was 
written nearly twenty-five years ago, and 
times have changed rapidly in those years, 
the remarks are just as descriptive today 
as they were then. 

A trend is noted that the comptroller 
should be “‘an authority in its deeper and 
better sense” and not just the top man in 
his department. A duty of the accounting 
executive is to take responsibility, to back 
his own knowledge and judgment with 
policy matters and not simply to refer 
them to superiors. It is only by such re- 
sponsibilities that an accounting executive 
is distinguished from the rank and file. 
This does not mean that he should follow 
his own uninformed judgment blindly; he 
should take the steps necessary to insure 
the soundness of his judgment. It is an- 
other serious responsibility of the account- 
ing executive to develop fully the func- 


H. Bliss, Management Through Accounts, 
p. 10. 


tions and services of his department. It is 
clear that the comptroller, internal audi- 
tor, industrial accountant, or any other 
accounting executive, regardless of his 
title, should recognize his position as one 
of authority and grave responsibility. 
Frequently he is encouraged to own an 
interest, sometimes a substantial interest, 
in the company he serves. A failure of a 
company accountant to be willing to take 
responsibility and to discharge it properly 
must inevitably relegate him to the limita- 
tions of any ordinary bookkeeper or clerk. 


Comparison with Bookkeepers 


Even as many people do not properly 
distinguish between certified public ac- 
countants and public accountants, also a 
great many do not know that a difference 
exists between accounting and bookkeep- 
ing. Accounting is a professional level of 
duty which relates to the classification and 
the interpretation of financial and operat- 
ing data. On the other hand, bookkeeping 
is the orderly recording of business trans- 
actions. The accountant designs the books 
in which the bookkeeper records the en- 
tries. When the clerical duties of the book- 
keeper have been completed the account- 
ant examines, adjusts, and interprets the 
results thereof for the use of the manage- 
ment or other interested persons. 


Comparison with Lawyers 


In comparing the certified public ac- 
countant with the lawyer, it should be 
borne in mind that in nearly every state 
in the union, before taking the bar exam- 
ination, a person must first complete a 
satisfactory course in law, usually carry- 
ing no less than four years of college work 
on a full time basis in some recognized 
college. Then, if he is successful in passing 
the bar examination, he becomes entitled 
to practice law, that is, he is admitted to 
the bar. Such stringent requirements of 
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education do not yet prevail in most 
states in order to be eligible to take the 
certified public accountant examinations; 
however, the trend is in that direction. 

Let us compare the services which are 
rendered by the certified public account- 
ant with those which are rendered by the 
lawyer. Advocate is defined as “one who 
pleads the cause of another.’ Thus, while 
the services of a lawyer should be consid- 
ered to be on the professional level, they 
cannot be considered to be within the 
purview of science, inasmuch as science is 
recognized as the systematic investigation 
and classification of facts, Probably the 
most properly definitive term applicable 
to lawyers is “‘advocate,” and certainly 
there is nothing in any of the definitions 
or in any of the “Canons of Professional 
Ethics” which would require or even per- 
mit a lawyer to disclose in court any fac- 
tual information which he may possess and 
which would be detrimental to his client’s 
interest. It is clearly brought out in a study 
of Jurisprudence that a lawyer has neither 
the obligation nor the right to disclose in- 
formation which would be detrimental to 
his client’s interest unless such information 
is elicited or “pumped out” by his oppo- 
nent. On the other hand, according to a 
statement by the Executive Committee of 
the American Institute of Accountants: 

In the field of auditing, the certified public 
accountant is under a responsibility peculiar to 
his profession and that is to maintain strict 
independence of attitude on judgment in 
planning and conducting his examinations and 

in expressing his opinion on financial facts. . . . 

Historically, independence was the first re- 

quirement; the need for that was recognized 

even before the need for technical competence; 
it was the climate into which the profession 
was born. . . . It has become of great value to 
those who rely on financial statements of 


business enterprises that they be reviewed by 
persons skilled in accounting whose judgment 
is uncolored by any interest in the enterprise 
and upon whom the obligation has been im- 
posed to disclose all material facts.‘ 


With the growth of business enterprises, 
the public accountant makes a vital con- 
tribution in meeting the need for independ- 
ent, impartial, and expert opinions on the 
financial position and the results of opera- 
tion. This is his unique contribution; a 
service which no one else offers or is quali- 
fied to perform.® 


Distinguishing Attributes of the Certified 
Public Accountant 


“The basic differentiation between pri- 
vately employed accountants and professional 


practitioners is in their respor vilities.... 
[Privately employed accountan are respon- 
sible primarily to their employers; »rofessional 


practitioners are responsible primarily to the 
public.] In the last analysis, therefore, it is his 
independence which is the certified public ac- 
countant’s economic excuse for existence.’”® 


Independence and objectivity are quali- 
ties with which the certified public ac- 
countant is inculcated by the peculiar 
necessities of his professional training. He 
can face a fact, even an unpleasant one, 
and call it by its right name. The unique 
requirements of public accounting train 
practitioners to seek the truth and speak 
the truth, though it be at the risk of imme- 
diate financial loss. 


4 The reader may note here comparison, not only 
with the lawyer, but also with the company account- 
ant. A certified public accountant must be independent 
of either financial interest or managerial interest; a 
lawyer and a company accountant need not maintain 
such independence. 

5 “Independence of the Certified Public Account- 
ant,” Journal of Accountancy, July, 1947, pp. 51-3. 

6 John L. Carey, ‘Professional Ethics of Public Ac- 
counting,” p. 6. 
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WHEN ARE INDEPENDENT PUBLIC 


ACCOUNTANTS NOT IN FACT 
INDEPENDENT? 


B. BERNARD GREIDINGER 
Professor, New York University; author of ‘Preparation and Certification of 
Financial Statements,” recently published by Ronald Press 


ORPORATE financial statements in- 
(; cluded in annual reports to stock- 

holders, nationalsecurities exchanges 
and the SEC are required to be certified 
by independent public accountants. Certi- 
fied statements are also required in many 
instances from companies applying for 
bank loans and commercial credit. One of 
the primary reasons for the insistence on 
the certificate of independent public ac- 
countants is to obtain an objective and 
impartial opinion of independent qualified 
experts as to whether the financial state- 
ments submitted by management have 
been prepared in accordance with ac- 
cepted principles of accounting, and wheth- 
er such statements fairly present the 
financial condition and results of opera- 
tion for the period under review. For ex- 
ample, the 1948 annual report to stock- 
holders of Pennsylvania Power & Light 
Company contained this note at the bot- 
tom of the page on which the certificate of 
the independent public accountants was 
reproduced: 

. of importance to stockholders and 
others is assurance of the accuracy of Com- 
pany’s financial statements. The independent 
firm of Haskins & Sells, Certified Public Ac- 
countants, have been engaged to examine these 
statements. Their certificate above testifies to 
their findings. 

The degree of reliability which may be 
attached to the representations and opin- 
ions contained in the accountants’ certif- 
icate depends in large measure on the 
answers to the following four questions: 
(1) Were the accountants completely in- 


dependent of management and others in 
control, in determining the scope and na- 
ture of the examination? (2) Were the 
review of the financial statements and the 
examination of the underlying books, rec- 
ords, and procedures, including the activi- 
ties of management itself, made in a 
thoroughly expert manner by qualified 
personnel, in accordance with recognized 
and generally accepted auditing standards? 
(3) Were all accepted auditing procedures 
recognized as normal or deemed necessary 
in the circumstances fully performed? 
(4) Are the accountants’ opinions im- 
partial, objective, and based upon in- 
formed judgments? 


MEANING AND SIGNIFICANCE OF 
“INDEPENDENT” 


Unless the certifying accountants are 
completely independent, they cannot be 
expected to approach their assignment 
and report thereon with that degree of 
impartial objectivity which stockholders, 
creditors, and the general public have been 
led to believe they have a right to expect 
of the public accounting profession. The 
SEC has instructed its staff to reject fi- 
nancial statements certified by accountants 
who are not independent in relation to the 
particular company whose statements 
they certify. In one opinion the chief ac- 
countant declared: 


‘ 


‘ .. . Independence tends to assure the ob- 
jective and impartial consideration which is 
needed for the fair solution of the complex and 
often controversial matters that arise in the 
ordinary course of audit work. On the other 
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hand, bias due to the presence of an entangling 
affiliation or interest, inconsistent with proper 
professional relations of accountant and client, 
may cause loss of objectivity and impartiality 
and tends to cast doubt upon the reliability 
and fairness of the accountant’s opinion and 
of the financial statements themselves.’ 


Disclosure of the frauds in McKesson 
& Robbins, Inc.” resulted in an unprece- 
dented public interest in the adequacy of 
the protection afforded investors by the 
certification of financial statements. Here 
was a situation where during a period of 
nearly fifteen years fraudulent transac- 
tions totaling some $20 million were being 
carried on by management, without detec- 
tion by a nationally prominent firm of 
independent accountants who audited the 
accounts throughout this entire period. It 
is inconceivable that these frauds would 
have escaped discovery had the examina- 
tion been made in accordance with present- 
day accepted auditing standards and prac- 
tices. 

In accordance with the desires of man- 
agement, the letter of public accountants 
accepting this engagement stated that 
“as requested, our audits will not include 
an examination of bank deposit slips or 
any circularization of receivables.” From 
1934 on, at the request of management, 
the circularization of payables was also 
included in the statement of work not to 
be done. Moreover, it was understood 
from the beginning that the auditors would 
not make physical tests of inventories or 
supervise their taking, but would secure 
certificates from management as to quality, 
quantity, and condition. Commenting on 
the manner in which the accountants were 
selected and the method followed in de- 
termining the scope of audit applicable in 
the circumstances, the SEC declared: ‘““‘We 
do not feel that it insures to the auditor, 

1 Accounting Series Release No. 22. 

2 Securities and Exchange Commission, ‘‘Report on 
Investigation in the matter of McKesson & Robbins, 


Inc.” (Washington, D. C.: Government Printing Of- 
fice, 1940). 
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in all cases, that degree of independence 
which we deem necessary for the protec- 
tion of investors.”’ 


FACTORS WHICH TEND TO INSURE INDE- 
PENDENCE OF ACCOUNTANTS 


Based on its findings in the McKesson 
& Robbins affair and other investigations, 
the SEC offered the following recommen- 
dations to insure the complete independ- 
ence of accountants from management 
control: 


1. Election of the auditors for the current year 
by a vote of the stockholders at the annual 
meeting followed immediately by notice to 
the auditors of their appointment. 

2. Establishment of a committee to be selected 
from non-officer members of the board of 
directors which shall make all company or 
management nominations of auditors and 
shall be charged with the duty of arranging 
the details of the engagement. 

3. The certificate (sometimes called short- 
form report or opinion) should be addressed 
to the stockholders. All other reports should 
be addressed to the board of directors, and 
copies delivered by the auditors to each 
member of the board. 

4. The auditors should be required to attend 
meetings of the stockholders at which their 
report is presented to answer questions 
thereon, to state whether or not they have 
been given all the information and access to 
all the books and records which they have 
required, and to have the right to make any 
statement or explanation they desire with 
respect to the accounts. 

5. If for any reason the auditors do not com- 
plete the engagement and render a report 
thereon, they shall, nevertheless, render a 
report on the amount of work they have 
done and the reasons for noncompletion, 
which report should be sent by the company 
to all stockholders.* 


It cannot be too strongly emphasized 
that accountants certifying the financial 
statements of publicly owned corporations 
must recognize that they have a definite 
responsibility to the large number of in- 
vestors to report not alone on the financial 


3 Accounting Series Release No. 19. 
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condition and operating results of the 
corporate enterprise, but also on the activi- 
ties of management itself. The adoption of 
the program outlined above will permit 
accountants to discharge their obligation 
to the public. 

Many corporations have adopted all or 
part of these recommendations since they 
were first made public. The election of in- 
dependent accountants at stockholder 
meetings is becoming more common. Wit- 
ness the opening sentences of the following 
certificates addressed to the stockholders 
of the respective corporations: 

February 23, 1949 

To the Stockholders of 

United States Steel Corporation: 

As independent auditors elected at the an- 
nual meeting of stockholders of United States 
Steel Corportion held on May 3, 1948, we have 
examined the consolidated statement... . 

February 3, 1950 

To the Stockholders, 

Westinghouse Electric Corporation: 

As independent accountants elected at the 
annual meeting of stockholders of Westing- 
house Electric Corporation on April 20, 1949 
we examined the consolidated statement...’ 


FACTORS WHICH TEND TO DESTROY INDE- 
PENDENCE OF ACCOUNTANTS 


In determining whether public account- 
ants are in fact independent as regards the 
particular company whose statements are 
covered by the certificate, appropriate 
consideration should be given to all rele- 
vant circumstances, including evidence 
bearing on the relationships between the 
accountant and his client. As to account- 
ants certifying financial statements filed 
with the SEC, the Commission has in- 
structed its staff to give appropriate con- 
sideration to the propriety of the relation- 
ships and practices involved in all services 
performed for that particular company by 
such accountants, including the certifica- 
tion of any financial statements which 
have been published or otherwise made 


Independence of Public Accountants 51 


generally available to security holders, 
creditors, or the public. The rule adopted 
reads as follows: 

(b) The Commission will not recognize any 
certified public accountant or public ac- 
countant as independent who is not in fact 
independent... . 

(c) In determining whether an accountant is 
in fact independent with respect to a par- 
ticular (company) registrant, the Com- 
mission will give appropriate consideration 
to all relevant circumstances including 
evidence bearing on all relationships be- 
tween the accountant and that (company) 
registrant or any affiliate thereof and will 
not confine itself to the relationships exist- 
ing in connection with the filing of reports 
with the Commission.‘ 


Quite concerned about the manner in 
which the Commission’s staff might inter- 
pret this rule, representatives of the ac- 
counting profession requested further clar- 
ification and specific illustrations which 
might be used as a guide if such were 
available. In discussions and conferences 
arising out of such inquiries, the SEC made 
it clear that it was interested in relation- 
ships between a certifying accountant and 
the company only in so far as the existence 
of particular relationships might be rele- 
vant to its determination whether the ac- 
countant was in fact independent. Certain 
relationships between an accountant and 
his client may tend to prevent the ac- 
countant from reviewing the financial 
statements and accounting procedures of 
a client with complete objectivity, and 
the Commission has taken the position 
that the existence of these relationships 
will preclude its finding that the account- 
ant is in fact independent. 

The question of independence, however, 
is one of fact and can be determined only 
in the light of all the pertinent facts in a 
particular case. The following represents a 
brief summary of circumstances which, in 


4 Regulation S-X, Article 2, rule entitled"Qualifica- 
tions of Accountants. See also Accounting Series Re- 
lease No. 37. 
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specific situations, have been held to be 
sufficient grounds to disqualify account- 
ants from being considered independent 
in relation to the particular client whose 
statements they certified. 


Accountant as Director, Officer or Voting 
Trustee 


It has been generally held that an ac- 
countant will not be considered independ- 
ent with respect to any person with whom 
he is or was, during the period of the re- 
port, connected as a promoter, under- 
writer, voting trustee, director, officer, or 
employee. In the following instances the 
accountants were considered to be not in- 
dependent in fact:® 

1. A partner in an accounting firm was 
serving as a member of the board of di- 
rectors of a corporation. This accountant 
did not participate in any way in the ac- 
counting firm’s audit of that corporation. 

2. A partner in an accounting firm was 
serving as a member of the board of di- 
rectors of a corporation. Another partner 
in the same accounting firm conducted the 
audit of this corporation and certified the 
financial statements in his own name, not 
the firm name. 

3. A partner in an accounting firm had 
served on the board of directors of a cor- 
poration but had resigned from that posi- 
tion prior to the close of the most recent 
fiscal year. This accountant had not par- 
ticipated in any way in the accounting 
firm’s audits of this corporation. It was 
held that the accounting firm could not be 
considered independent for the purpose of 
certifying financial statements of this cor- 
poration covering any period during which 
a partner of the accounting firm was a 
director of such corporation. 

4, A partner in an accounting firm was 
serving as a member of the board of di- 
rectors of a corporation, having been ap- 


5 Accounting Series Release No. 47. 


pointed to that position by a federal court 
following a reorganization. It was held 
that the accounting firm of which this indi- 
vidual was a member could not be con- 
sidered independent for the purpose of 
certifying the financial statements of this 
corporation. 

5. A partner in an accounting firm was 
a member of the board of directors of a 
corporation and was also one of the voting 
trustees of the corporation’s stock. The 
voting trust had been established at the 
request of a lending bank that desired 
thereby to assure continuity of the corpo- 
ration’s management. 

6. A partner in an accounting firm was 
one of three trustees of a voting trust in 
which shares of preferred stock of a corpo- 
ration had been deposited. Dividends had 
not been paid on the preferred stock and it 
had become entitled to elect a majority of 
the board of directors. The voting trust 
had been set up to assure continuity of the 
existing management, and was in a posi- 
tion to exercise ultimate control over the 
corporation. It was held that the account- 
ing firm, of which one of the voting trustees 
was a member, could not be considered 
independent for the purpose of certifying 
the financial statements of such corpora- 
tion. 

7. The board of directors of a corpora- 
tion had established an “operating com- 
mittee” in which had been vested all pow- 
ers necessary and appropriate to the super- 
vision of the management of the business. 
It was intended that the principal duty of 
the committee would be the making of rec- 
ommendations to the board of directors. 
The committee consisted of two mem- 
bers of the board of directors and a mem- 
ber of the accounting firm that regularly 
certified the financial statements of the 
corporation. 

8. A corporation filed certified financial 
statements of two subsidiary companies. 
The financial statements of one subsidiary 


— 


I 


Independence of Public Accountants 53 


had been certified by a member of an ac- 
counting firm who also served as assistant 
secretary of the subsidiary. The financial 
statements of the other subsidiary had 
been certified by a member of another ac- 
counting firm who served as assistant 
secretary and assistant treasurer of that 
subsidiary. Neither accountant received 
any remuneration for serving as officers of 
these subsidiaries. It was held that the 
accounting firms involved could not be 
considered independent for the purpose of 
certifying the financial statements of the 
company in which one of their members 
served as an officer. 


Emplover-Employee Relationship 


Public accountants have been disquali- 
fied from being considered independent for 
purposes of certifying the financial state- 
ments of a particular company, where 
the nature of, or the compensation or re- 
sponsibility for, services rendered in con- 
nection with the engagement was such as 
might be expected to exist between em- 
ployer and employee rather than between 
client and outside independent experts. 
The following cases are illustrative: 

1. In the case of Cornucopia Gold 
Mines,® it was held that the certification 
of financial statements prepared by an 
employee of the certifying accountants, 
who was also serving as the unsalaried 
but principal financial and accounting 
officer of the corporation, and who was a 
stockholder of such corporation, was not 
a certification by an independent public 
accountant. Briefly, the facts were as fol- 
lows: 

The accountants who had certified the 
financial statements had entered into an 
agreement with the company to receive as 
compensation for their services $5,000 per 
year, plus 1 per cent of the gross proceeds 
of the metal sales for one year. For this 


*1 SEC 364. 


compensation, the accountants were to 
furnish office space for the use of the com- 
pany in addition to rendering the account- 
ing services outlined in the contract. The 
hearings brought out the fact that this 
contract was the only one of its kind which 
this accounting firm had entered into, all 
other contracts being on a fixed fee basis. 
In pursuance of this contract, an employee 
of the accounting firm was made comp- 
troller of the company. In his capacity as 
comptroller, he signed the registration 
statement as the principal financial and 
accounting officer of the company. Al- 
though comptroller of the Cornucopia Gold 
Mines, he received no compensation from 
the company but instead was paid a salary 
by the firm of accountants. In addition to 
carrying on his duties as comptroller, he 
was the owner of 1,760 shares of stock 
of the company, which he had purchased 
prior to the time that the registration 
statement was filed with the Commission. 

This individual, it appeared, was three 
different persons at one and the same time. 
He was a stockholder, an employee and 
officer of the company, and also an em- 
ployee of the certified public accountants. 
In this last capacity he audited the books 
and reviewed the financial statements pre- 
pared by himself or under his direction, on 
the basis of which the accounting firm 
issued its certificate. The Commission held 
that neither the particular employee nor 
the firm of accountants could, under the 
circumstances, qualify as independent pub- 
lic accountants. 

“The inference from these facts is irresistible 
that a person in Mr. Hill’s position would be 
apt to approach accounting problems of the 
registrant as one of its officers and stock- 
holders, and not as an ‘independent’ account- 
ant. It would be unreasonable to suppose that 
he could cast aside these relationships and 
view the accounting problems with the ob- 
jectivity of an ‘independent’ accountant 
criticizing and correcting accounting practices 
and methods of the corporation’s own staff, 
for in making an audit he would in fact be 
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partly reviewing his own work. Hence, in this 
case he cannot rid himself of the disabilities 
inherent in his office of comptroller and in his 
status of stockholder of the registrant, when, as 
an employee of (the accounting firm) he pre- 
pares or participates in the preparation of the 
accounting and audit. The existence of these 
disabilities thus prevents him from being an 
‘independent’ accountant. By the same token 
(the accountants) fail to acquire the necessary 
independence since it is through him that (the 
accountants) are making the accounting and 
audit on the basis of which the certificate is 
drawn. The conflicting positions of Mr. Hill 
and (the accountants) in this respect are ac- 
centuated by the fact that Mr. Hill as principal 
financial and accounting officer of the regis- 
trant signed the registration statement and as 
employee of (the accountants) prepared the 
accounting and audit.” 


2. A senior staff member of an account- 
ing firm was appointed controller of a cor- 
poration as successor to a controller who 
had entered the armed forces during World 
War II. This employee, who had formerly 
been in charge of the audit of the corpora- 
tion, remained on the staff of the account- 
ing firm but relinquished all responsibility 
for the audit of the corporation, and did 
no work for the accounting firm in con- 
nection therewith. It was held that the ac- 
counting firm could not be considered in- 
dependent for the purpose of certifying 
the financial statements of the corporation 
if the senior staff member were to leave 
the employ of the accounting firm and be 
paid by the corporation, subject to the 
understanding among the several parties 
that upon the termination of the war 
emergency he would return to the staff of 
the accounting firm. 

3. An accounting firm that certified the 
financial statements of a particular com- 
pany had in the past followed the practice 
of drawing up the monthly journal records 
of the company from underlying docu- 
ments that had been prepared by the 
company’s staff. These journal records 
were posted to the appropriate ledgers by 
the certifying accountants. At the end of 


the year the audit engagement was under- 
taken by personnel of the certifying ac- 
countant who were not connected with the 
original recording of the accounting data. 
The accounting firm was held to be not 
independent for the purpose of certifying 
the financial statements of this company. 

4. A small loan company kept its ac- 
counting records on a cash basis. The pri- 
mary records of the company consisted of 
daily cash reports that were prepared by 
the cashier and signed by the manager. 
The accountant who certified the financial 
statements of this company took no part 
in the preparation of these basic records. 
However, he did audit these cash reports 
each month and then proceeded to enter 
the totals in a summary record, which he 
in turn posted to the general ledger. The 
certifying accountant also made adjusting 
journal entries each month with respect 
to insurance, taxes, depreciation, and simi- 
lar items. The company was small and 
did not require the services of a full-time 
bookkeeper. The certifying accountant de- 
voted about one day a month to the cler- 
ical or bookkeeping tasks described above. 
The accountant could not, under the cir- 
cumstances, be considered independent for 
the purpose of certifying the financial state- 
ments of this company. 


Financial Interest in Capital Stock of Client 


In the following cases,’ the public ac- 
countants were held to be not independent 
in relation to the particular clients whose 
statements they certified, because their 
holdings in the capital stock of these cor- 
porations, or the holdings of members of 
their families or partners in the accounting 
firm, represented severally or jointly a 
substantial portion of their respective per- 
sonal fortunes or represented a substantial 
portion of the net worth of the corporate 
enterprise: 

1. One of the partners of the account- 


7 Accounting Series Releases Nos. 2 and 47. 
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ing firm certifying the corporate state- 
ments had an investment in the capital 
stock of such corporation equal to 1 per 
cent of his personal fortune. 

2. An accountant held an investment 
of about $200,000 in the capital stock of a 
registered company. This investment con- 
stituted about 25 per cent of the account- 
ant’s personal fortune and was about 2 per 
cent of the company’s total outstanding 
capital stock. 

3. An accountant’s wife held a trust 
certificate issued by an investment trust 
on which had been paid an amount equal 
to 3 per cent of the combined personal 
fortunes of the accountant and his wife. 
The withdrawal value of the trust certif- 
icate was less than $1,000 and was about 
1} per cent of their personal fortunes. The 
accountant certified the financial state- 
ments of the investment trust as well as 
the financial statements of the corporation 
that sponsored the trust. The sponsor had 
no equity in the assets of the trust, but 
derived virtually all of its income from its 
activities as sponsor. The accountant was 
held to be not independent in relation to 
both the investment trust and the spon- 
soring corporation. 

4. An accountant had some years earlier 
invested a substantial amount of money 
in securities of a corporation. The fair 
current value of this investment exceeded 
50 per cent of the accountant’s personal 
fortune. 

5. An accounting firm had rendered 
services to a client for which it had not 
been able to pay. To guarantee payment of 
the account the company had pledged 
shares of its own stock. In addition it had 
given the accountants an option to pur- 
chase the pledged securities at the market 
price existing at the date the option was 
given. 

6. In another case,* an accountant was 


® In the matter of Rickard Ramore Gold Mines, Ltd., 
2 SEC 377. 


held to be not independent by reason of 
the fact that he was an employee or part- 
ner of another accountant who owned a 
large block of stock issued to him by the 
corporation for services rendered in con- 
nection with its organization. 

The original statements of the corpora- 
tion were certified by V. D. Harbinson & 
Company, the senior partner of which 
owned 11,000 shares out of an authorized 
3,000,000 shares. Of this latter number, 
1,500,000 had been issued and 1,000,000 
shares were being registered for purposes 
of sale to the public. Under the circum- 
stances the Commission held that Harbin- 
son could not be considered independent in 
relation to this particular company. Ac- 
cordingly, there was filed a new set of 
statements certified by R. L. Johnston, 
who was identified as an employee or asso- 
ciate of Harbinson. Johnston had no 
financial interest in the corporation and 
received a cash payment for his services. 
Johnston’s certificate was also rejected on 
the grounds that he was no more inde- 
pendent than Harbinson, his employer or 
associate. The Commission said: 

“Johnston is either Harbinson’s partner or 
employee and presumably might be influenced 
by such relationship. The purpose and intent 
of (our) Rule would be defeated and evaded if 
Harbinson is to be disqualified by its provi- 
sions but his partner or employee is not. It 
must be concluded that the amended balance 


sheets are not certified by independent ac- 
countants....” 


Financial Interest in Earnings of Client 


Profit-sharing agreements between ac- 
countant and client resulting from loan, 
investment, or personal service contracts 
have been considered sufficient reason to 
disqualify accountants from being con- 
sidered independent in relation to such 
clients under the following circumstances: 

1. An accountant had loaned $5,000 to 
a client. A business associate of the ac- 
countant had loaned an additional $15,000 
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to the client. These loans bore interest and 
were secured by a 2} per cent share in the 
net profits of the registrant. A son of the 
accountant was an officer of the client.® 

2. An accountant had for some time 
endeavored to persuade his client, the 
management of a department store, to add 
a new department to its business. The 
management finally agreed to set up the 
department, provided the accountant 
would finance the cost thereof. The ac- 
countant advanced the necessary funds 
and the department proved successful. 
The new department contributed less than 
5 per cent of the total revenues of the reg- 
istrant.'° 

3. In the case of Cornucopia Gold Mines 
referred to above, the SEC held that the 
contract with the accounting firm provid- 
ing for a contingent fee of $5,000 plus 1% 
of gross proceeds was sufficient by itself 
to disqualify the accountants from being 
considered independent in the circum- 
stances, even if the other entangling alli- 
ances had not existed. Said the Com- 
mission: 


. we conclude, that the contract between 
the registrant and (the accountants) by its 
very nature clothed (the accourttants) with a 
disability which prevented them, during the 
duration of the contract, from being an ‘inde- 
pendent’ accountant as respects the registrant. 
By the terms of that contract (the account- 
ants) were to receive, in addition to $5,000, one 
percent of the gross proceeds of the metal 
sales. (The accountants) therefore had a con- 
tinuing pecuniary interest in the registrant for 
the term of the contract. A continuing pecuni- 
ary interest which an accountant has in a 
registrant may be so small or so indirect as to 
give rise to no inference that the accountant 
has lost or is likely to lose that objectivity 
which is implicit in the concept of an ‘inde- 
pendent’ accountant. This case is not such an 
instance, for a claim to one percent of the gross 
proceeds of the metal sales of a mining com- 
pany is a substantial and material continuing 
pecuniary interest. The holder of such a claim 
has too close an identity with the financial 
destinies and too intimate personal concern 
® Accounting Series Release No. 47. 
10 [bid. 


with the managerial policies of the enterprise to 
bring to bear in his accounting and auditing 
work the objectivity which is the essence of an 
‘independent’ accountant.” 


Financial Interest in Capital Stock of Af- 
filiated Company of Client 


A corporation owned a small percentage 
of the stock of a sales company through 
which a large part of the corporation’s 
products was sold. The accountant who 
certified the financial statements of the 
corporation was the treasurer and one of 
the stockholders of the sales company. 
The SEC ruled that if the shares held by 
the corporation and the nature of the sales 
relationship were such as to give the cor- 
poration a significant element of indirect 
control over the sales company, the ac- 
countant could not be considered inde- 
pendent for the purpose of certifying the 
financial statements of the corporation. 


Financial Interest and Other Entangling 
Affiliations 

Lack of independence is clearly estab- 
lished where the accountant’s financial 
interest in his client’s affairs includes loans, 
exchanges, investments, and other related 
transactions of a questionable nature. 

1. In the case of A. Hollander & Son, 
Inc.," the accounting firm was considered 
to be not independent for a number of 
reasons, each of which by itself would 
have been a sufficient basis for disqualifi- 
cation as independent accountants in rela- 
tion to this company. First, the combined 
holdings of the certifying accountant, one 
of his partners, and the wives of both, in 
the stock of the company audited, had a 
substantial aggregate market value and 
constituted over a period of four years 
from 13 per cent to 9 per cent of the com- 
bined personal fortunes of the accountants 
and their wives. Second, the certifying ac- 
countant had made loans to and received 
loans from the corporation’s officers and 
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directors. Third, the corporation’s presi- 
dent, over a number of years, had used the 
certifying accountant’s name as a false 
caption for an account on the books of an 
affiliate not audited by such accountant. 
Upon learning of these facts, the ac- 
countant protested and procured a letter 
of indemnification in connection with such 
use. It was held that this continued use 
of the accountant’s name, after his pro- 
test, and the overriding attitude appar- 
ently assumed by the client’s president in 
the matter constituted additional evi- 
dence of lack of independence. 

Counsel for the accountants argued that 
such relationships as those indicated above 
did not necessarily result in lack of inde- 
pendence on the part of the certifying ac- 
countants unless it could be established 
that they consciously falsified or colored 
the financial statements or had practiced 
fraud or deceit. This argument was com- 
pletely rejected by the SEC on the follow- 
ing grounds: 

“To adopt such an interpretation would be 
to ignore the fact that one of the purposes of 
requiring a certificate by an independent pub- 
lic accountant is to remove the possibility of 
impalpable and unprovable biases which an 
accountant may unconsciously acquire be- 
cause of his intimate nonprofessional contacts 
with his client. The requirement for certifica- 
tion by an independent public accountant is 
not so much a guarantee against conscious 
falsification or intentional deception as it is a 
measure to insure complete objectivity.’’# 


On the basis of the stipulated facts, the 
Commission issued an order suspending 
the accountants from practice before the 
SEC for a period of three months.* 

2. An accountant who is not independ- 
ent as to the client’s parent, affiliates, 
promoters, or underwriters cannot be con- 
sidered independent as to the client itself. 
In the case of Southeastern Industrial 
Loan Company," evidence disclosed that 


12 Tbid., and Accounting Series Release No. 22. 
13 Securities Exchange Act of 1934, Release No. 3073. 
1410 SEC 617. 
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the certifying accountant served in the 
several capacities of officer, director, chief 
accounting and financial officer, credit 
executive, etc., of the various affiliated, 
controlled, and controlling companies of 
the business enterprise whose statements 
were certified, acted as accommodation 
payee on the notes of some of the borrow- 
ers, and owned substantial blocks of the 
outstanding stocks of these affiliated com- 
panies. In finding the certifying account- 
ant not independent in fact, the Com- 
mission stated: 

“From this mass of facts, only one conclu- 
sion is possible:—the certified public account- 
ant was not independent as to the registrant 
(client) or as to any other person or company 
connected directly or indirectly with the 
Southeastern system. The registrant was but a 
segment of the system with which (accountant) 
was actively associated. His close identity with 
the financial destinies and his personal concern 
with the managerial policies of the system and 
its distressed customers were in conflict with 
the duties of an independent accountant. His 
designation as such .. . in the certificate, was 
materially false and misleading.” 


3. In another instance, an accountant 
who audited the financial statements of an 
investment trust had been given office 
space in the office of the sponsor of the 
investment trust. The accountant regu- 
larly gave advice concerning the internal 
accounting policies of the trust. The spon- 
sor of the trust had agreed to pay the ac- 
countant a stipulated amount per year less 
whatever the accountant was able to earn 
from the investment trust and his other 
clients. The accountant was considered 
not independent for the purpose of certi- 
fying the financial statements of the in- 
vestment trust.’ 


Subservience to Desires of Client or Subor- 
dination of Judgment 


Conscious falsification of facts by an ac- 
countant or subordination of his judgment 
to that of management in the preparation, 


16 Accounting Series Release No. 47. 
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examination, or certification of the finan- 
cial statements, completely disqualifies him 
from being considered independent. The 
following situations fall into this cate- 
gory: 

1. In the matter of the American Termi- 
nals and Transit Company,” the inde- 
pendent accountant consciously falsified 
the financial statements in order to show 
a better financial condition. In his certifi- 
cate the accountant stated that the finan- 
cial statements were “prepared from the 
books and records of the corporation and 
are true and correct copies to the best of 
my knowledge and belief.’’ In the course 
of the examination before the trial exam- 
iner, it was brought out that although 
there appeared in the balance sheet an 
item of ‘“‘Cash $1,482.82,” no such asset 
actually existed. As a matter of fact, there 
was an overdraft of cash on that date. In 
order to show this cash balance, the ac- 
countant admitted that he had made an 
adjustment entry to the accounts receiv- 
able for an amount sufficient to bring 
about the desired cash balance. Both cash 
and accounts receivable, therefore, were 
incorrectly stated. The wilful falsification 
of these assets by the indepefhdent account- 
ant raised the question of the account- 
ant’s independence. The Commission 
held that: 


. where the accountant has consciously 
falsified the facts as here, an inference of actual 
absence of independence would seem to be 
justified. He who, as a result of connivance 
with, or loyalty or subservience to his client, 
purposely or recklessly misrepresents the facts, 
cannot be said to qualify as an ‘independent 
expert’... . Protection of investors in these 
situations requires not only that these fidu- 
ciaries be free of the entangling alliances which 
relational and contractual connections with 
registrants frequently engender, but also that 
they approach their task with complete ob- 
jectivity—critical of the practices and pro- 
cedures of registrants, and unwilling to aid and 


161 SEC 701. 


abet in making statements which the facts do 
not warrant.” 


2. In the case of Metropolitan Personal 
Loan Company,” the certifying account- 
ants failed to make the type of examina- 
tion which would substantiate various 
material items in the balance sheet, and 
completely subordinated their judgment 
to the desires of their client in setting up 
items in the balance sheet and profit and 
loss statement in such a manner as to mis- 
represent the financial and operating con- 
dition of the company. The senior partner 
of the accounting firm testified that he 
generally did what his clients requested. 
Although he knew and admitted that to 
credit a certain item of $7,000 to income 
was improper, he allowed such credit to 
be made because the corporate officers so 
ordered. He accepted management’s state- 
ments as to the worth of accounts and 
securities with little or no investigation. 
He further testified that he exercised ‘“‘no 
independent judgment” with respect to 
the adequacy of the reserves. Said the 
Commission: 

“The record shows, and we find, that neither 

(of the partners in this accounting firm) was an 

‘independent’ accountant, therefore the rule 

requiring certification by independent ac- 

countants was not complied with and the 
representation that they were independent 
was misleading.” 

3. In another case,!® the accountant 
concealed the fact that over a period of 
twenty-one months the president of the 
company, without the knowledge or ap- 
proval of the board of directors, employed 
the corporation’s funds in extensive stock 
trading activities in the corporation’s own 
stock, through a dummy brokerage ac- 
count in the name of the certifying ac- 
countant. The accountant was given what 
he considered to be adequate assurances 
that neither he nor the company would 


172 SEC 803. 
18 Accounting Series Release No. 28. 
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suffer any financial loss from such trans- 
actions. The accounting procedure for 
transferring cash to and from the company 
and the broker was as follows: The presi- 
dent would have a company check drawn 
to the order of the certifying accountant 
and, on the latter’s recommendation, the 
amount was charged to a branch office 
suspense account in which were included 
rentals, salaries, and other items relating 
to operations of the company. The ac- 
countant would deposit this amount in his 
personal bank account and draw his per- 
sonal check for the identical amount which 
he would then deliver to the brokerage 
house where the trading account was kept. 
Thus the brokerage account never ap- 
peared in the corporate records and was 
never reflected as such in the financial 
statements. In the first year of these 
brokerage transactions the balance of the 
amount charged to the suspense account, 
totaling some $35,000, was shown in the 
balance sheet as ‘“‘Subsequent Year Ex- 
penditure—F arming Operations.” The sec- 
ond year the amount dropped to $23,000 
and was shown in the balance sheet as 
“Accounts Receivable—Trade.”’ No men- 
tion was made of the fact that these items 
represented other than ordinary trade 
accounts. 

Under the circumstances the Commis- 
sion held not only that the accountant by 
his actions had completely disqualified 
himself as an independent accountant in 
relation to this particular client but also 
that he had engaged in improper profes- 
sional conduct, and ordered that he be sus- 
pended from practicing before the SEC 
for a period of sixty days and that the 
complete testimony in the case be released 
to the general public. The opinion con- 
cluded: 


“We think that the record demonstrates be- 
yond question that (accountant’s) conduct in 
the transactions described herein was grossly 
improper. We attach great importance to the 


requirement that financial statements filed 
with us be certified by independent account- 
ants and that certifications by such account- 
ants state the truth. Nor can we condone the 
studied concealment of the use made of a com- 
pany’s funds, merely because it involves a 
relatively small amount of money.” 


4. While the question of the independ- 
ence of the certifying accountants was 
not raised in the order for the hearing of 
the Associated Gas & Electric Company,” 
and no finding was made thereon, the 
Commission, nevertheless, declared in the 
course of the discussion that “... an ac- 
countant who consistently submerges his 
preferences or convictions as to accounting 
principles to the wishes of his client is not 
in fact independent.” 

Certification without Prior Audit 

A certified public accountant was per- 
manently denied the privilege of practic- 
ing before the SEC for having falsely cer- 
tified financial statements prepared by an 
employee of the corporation, without hav- 
ing reviewed the statements, examined the 
underlying books, records, and procedures, 
or made an audit of the corporate affairs.”° 
The accountant sought to justify his ac- 
tions on the grounds that the bookkeeper 
who prepared those statements had for- 
merly been in his employ, and that he, 
the accountant, had implicit faith in his 
former employee’s honesty, integrity, and 
ability. The accountant did admit, how- 
ever, that for some time he had been fol- 
lowing the practice of splitting fees with 
his former employee and certifying other 
statements prepared by the latter for 
other corporations without prior audit. 


Indemnification Agreement between Ac- 
countant and Client 

Accountants have been held to be not 
independent in relation to clients who 
agree to indemnify certifying accountants 


19 Accounting Series Release No. 48 and 11 SEC 975. 
20 Accounting Series Release No. 48. 
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for any claims or damages which may be 
assessed against such accountants, arising 
out of their certification of the company’s 
financial statements. 

In a matter which came before the SEC 
for adjudication, it was revealed that the 
board of directors of the company had 
agreed to indemnify each and every ac- 
countant who certified any part of the 
financial statements filed with the Com- 
mission “from any and all losses, claims, 
damages, or liabilities arising out of any 
such act or acts to which they or any of 
them may become subject under the Secu- 
rities Act of 1933, as amended, or at ‘com- 
mon law,’ other than for their wilful mis- 
statements or omissions.” In ruling that 
accountants protected by indemnification 
agreements cannot be considered “inde- 
pendent” for the purpose of certifying the 
financial statements of such clients, the 
chief accountant of the Commission said: 

‘|. When an accountant and his client, 
directly or through an affiliate, have entered 
into an agreement of indemnity which seeks to 
assure to the accountant immunity from 
liability for his own negligent acts, whether of 
omission or commission, it is my opinion that 
one of the major stimuli to gbjective and un- 
biased consideration of the problems en- 
countered in a particular engagement is re- 
moved or greatly weakened. Such condition 
must frequently induce a departure from the 
standards of objectivity and impartiality 
which the concept of independence implies. In 
such difficult matters, for example, as the 
determination of the scope of audit necessary, 
existence of such an agreement may easily lead 
to the use of less extensive or thorough pro- 


cedures than would otherwise be followed. In 
other cases it may result in a failure to appraise 
with professional acumen the information dis- 
closed by the examination. Consequently, on 
the basis of the facts set forth, it is my opinion 
that the accountant cannot be recognized as 
independent for the purpose of certifying 
financial statements of the corporation.’ 


CONCLUSIONS 


Admittedly these are SEC decisions 
and, strictly speaking, may be said to be 
standards applicable only to accountants 
certifying financial statements of compa- 
nies registered with the SEC (e.g.) listed 
companies as well as unlisted companies 
whose securities are sold through the mails 
or in interstate commerce. However, in 
view of the profound influence exerted by 
the SEC during the last fifteen years on 
both the accounting profession and corpo- 
rate management in the development of 
informative and dependable certified state- 
ments,” students of the subject must give 
serious thought to the implication of these 
SEC decisions on the relationship of ac- 
countants and the vast number of business 
enterprises which, although not registered 
with the SEC, are furnishing statements 
certified by independent public account- 
ants as a basis for credit grants and bank 
loans. 


21 Accounting Series Release No. 22. 

22 For a comprehensive treatment of the subject see 
B. Bernard Greidinger, Preparation and Certification of 
Financial Statements (New York: The Ronald Press 
Co., 1950) and Accounting Requirements of the SEC, 
(New York: The Ronald Press Co., 1940). 
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ACCOUNTING INSTRUCTION 
IN LAW SCHOOLS* 


ROBERT AmoRY, JR. 
Professor of Law, Harvard University 


HE NATURAL SENSE of pleasure and 
[ sviee which I feel as I stand here 

this morning before this distin- 
guished audience is tempered by a not in- 
considerable bewilderment which has af- 
fected me ever since I received President 
Mason’s invitation to address the Conven- 
tion. After all, I only joined this associa- 
tion within the past two years and last 
September’s Ann Arbor meeting was my 
first Convention. Thus, I feel a little as 
would one who, drafted into the Army, re- 
ceived an invitation from the Army War 
College to present a talk an some aspect of 
national strategy. 

I know how much I took away from last 
September’s Convention, not only from its 
formal sessions but from friendly contacts 
with so many experienced and inspiring 
accounting teachers, and I realize how 
little my subject and experience can add 
to the overall program that awaits us over 
the next two days. Yet, I do feel strongly 
that our two professions must recognize 
their interdependence and must supply 
our mutual clients with an effectively co- 
operating staff, and, for that reason, I am 
hopeful that this report on accounting 
education in law schools may be of some 
interest to your membership. 

Although I shall attempt to give you a 
fairly factual description of what is going 
on in many of the country’s best known 
law schools, I cannot avoid interlarding 
some of my own ideas as to what seem the 
most favorable lines of development and I 
hope that I can keep my formal presenta- 
tion sufficiently brief so that there will re- 


_* This paper was presented at the annual meeting 
of the American Accounting Association in Boston, 
September 7, 1950. 


main enough time for the spirited cross- 
questioning and effective comments on 
this particular problem that I know such 
an audience can contribute. 

Although it may seem the most obvious 
of questions, I should like first to address 
myself briefly to the query, “Why should 
lawyers study accounting?” To an audi- 
ence comprised of men who are devoting 
their professional lives to the subject of 
accountancy, such a question might be 
brushed off by admitting that it is one of 
the most important of professions and 
that anyone entering a profession of general 
service to the public should be adequately 
trained therein. But, that is not sufficient 
and I know that you are all sufficiently 
broadgauged to realize that there are 
many, many arts and skills in this world 
with which a lawyer must, from time to 
time, become, at least in part, familiar. Yet, 
in the formal, academic phase of a lawyer’s 
training, we make no effort to introduce 
him to such flourishing fields as electron- 
ics, public relations and the like. 

Possibly, it is easiest to eliminate a few 
obviously erroneous answers to the ques- 
tion. Although an individual with a certified 
public accountant’s certificate and a li- 
cense to practice law is very often a most 
useful citizen and one who is well rewarded 
with this world’s goods, it is not for the 
law schools with a small addition to their 
curriculum to train people to practice 
both professions. Nor is it the law school’s 
function to give their students sufficient 
low-level bookkeeping training so that 
they may personally keep the books and 
accounts of their offices or certain small 
enterprises with which they may be asso- 
ciated. We seek, rather, to give our stu- 
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dents sufficient familiarity with the tech- 
niques of accountancy so that in handling 
problems that are primarily legal they 
will not be delayed or embarrassed by in- 
ability to get over subordinate hurdles in 
the realm of accounting. Above and beyond 
that, we should seek to turn out lawyers 
who are well-rounded and efficient ad- 
visers to those charged with the final de- 
cisions in the conduct of enterprise or gov- 
ernment. Although primarily specialists in 
legal organization, lawyers should be ca- 
pable of effective teamwork with other types 
of advisers and, in many instances, when 
endowed with sufficient native ability, 
they may become either chiefs-of-staff to 
top management or government or assume 
ultimate responsibility themselves. In this 
regard, the course in accounting should 
be a factor in broadening the student so 
he can collaborate with a Certified Public 
Accountant or industrial comptroller with- 
out encroaching on the latter’s speciality 
and so that he can analyze a complex 
problem, separating specific accounting 
questions from a matrix of other facts and 
presenting such questions to his colleagues 
in the accounting profession in a manner 
that will avoid waste of time and duplica- 
tion of effort. Thus, in summary, the ob- 
jects of the course in law school should be 
not to produce a handful of semester 
hours’ worth of trained bookkeeper or 
assistant comptroller, but to give a person 
who is primarily a legal adviser a general 
survey of the art of accounting plus enough 
intensive analytical work in specific ac- 
counting problems so that he may develop 
a sympathetic, not uncritical, understand- 
ing of the professional accountant’s mind 
as well as an appreciation of the limits of 
his own capacity in this field. 

I personally would go even further and 
would say that even under the unlikely 
hypothesis that a lawyer would never deal 
with any accounting matter in his entire 
practice, he would still be an abler member 


of the Bar were his legal training to in- 
clude a reasonable ingredient of account- 
ing study. I say this because of the uni- 
versality of the language of accountants in 
our present complex economic and social 
structure. We lawyers have tended over 
the past to become refined specialists in 
the art of qualitative analysis of rights, 
ideas, and social structures. We have all 
too often ignored the quantitative analysis 
so necessary to a rounded picture. As I 
said not too long ago, to an audience com- 
posed exclusively of lawyers, we must 
recognize that the language of accounting 
coincides with the language of our society 
in that it is graphically represented not by 
26 latin characters but by a combination 
of 26 latin characters and 9 or 10 arabic 
digits. Thus, a student of law who devel- 
ops facility in this language will be better 
able to advise on legal problems, and this, 
in itself, is sufficient reason for including 
accounting in the curriculum, even if we 
discard the more practical applications of 
his accounting training. 

Finally, I think I should come clean with. 
you and admit that on a far lower level 
there is another pressing reason today why 
law schools should give some training in 
the most elementary aspects of account- 
ing, with particular emphasis on under- 
standing financial statements. Never be- 
fore in history has the general prestige 
of the legal profession in this country 
been at a lower ebb among the busi- 
ness community than it is today. There 
are many complex explanations for this, 
including the legal profession’s large re- 
sponsibility for some of the more egre- 
gious experiments of the so-called New and 
Fair Deals, the high cost of legal service 
at all levels, the delays and the contra- 
dictions, as, for example, between differ- 
ent circuits in tax matters. But, my per- 
sonal experience indicates that a large re- 
sponsibility must rest on the ignorance 
displayed by lawyers of the most elemen- 
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tary accounting matters. Ignorance dis- 
played, not so much to accountants as to 
the business executive client directly. 
Ignorance which not only exasperates him, 
but compels him to tag the lawyer as im- 
practical, theoretical, and “legalistic.” 
Thus, to put it flatly, there is an element 
of house-cleaning type of public relations 
involved in the drive toward better ac- 
counting education for lawyers. Without 
going into it in detail, I might say that 
this is not taking place solely at the law 
school level, but is also being pushed 
vigorously by the Bar Association, the 
American Law Institute, and other far- 
sighted organizations among mature prac- 
ticing lawyers. 

The next major question would be how 
much time should be devoted to account- 
ing. To you gentlemen, our answer may 
seem totally inadequate. If you reason 
from the amount of time that you devote 
to commercial law and conclude that the 
lawyers’ study of accounting should be 
the converse, our figures of roughly speak- 
ing 2:5 out of 80 semester hours over the 
three year program will seem ridiculously 
inadequate. But the fact is those of us who 
work in legal curricula in general are faced 
by the most dreadful pressures of expand- 
ing legal subjects and are not by any 
means our own masters for we must com- 
ply with many state Bar requirements 
which are anything but up to date. Con- 
sidering our recent strides in the direction 
of incorporating accounting into the law 
school course, I think we can safely say 
that we are not doing enough yet, but that 
all signs point to a larger bite for account- 
ing type training in the relatively near 
future. Yet, at the present, we come before 
you to describe for your consideration 
what might be called a single accounting 
course which may be only a half year out 
of a total of 36 to 40 half year courses. 
This course does not encompass all the 
accounting training the law student will 


receive for in many of the phases of his 
income tax and corporations work he will 
be confronted by accounting problems, 
but it is the only course in which account- 
ing plays the dominant role. 

When should this training come? This 
and my next sub-topic, the question of 
making accounting a pre-requisite, are 
really one, but assume for the moment, as 
is the fact, that law schools do not and 
cannot, at present, maintain their national 
characteristics and prescribe pre-law school 
training in any serious degree. When, 
within the three year post-graduate law 
school curriculum, should the basic ac- 
counting course be given? There seems to 
be fairly universal agreement that it should 
not come in the first year; that that year 
should be devoted to a rather sharp break 
with anything in the past, to intensive 
qualitative analysis of fundamental pri- 
vate law legal concepts, with possibly 
some ventures into constitutional and 
other public law areas as a background for 
future work. There is less agreement, but 
nonetheless, I believe a preponderance of 
feeling that it should not be postponed 
until the end of the course, although an 
argument can be made that, having learned 
all or most of the law one is going to learn 
in books and classrooms, a student is then 
best prepared to tackle a related and par- 
tially integrated field such as accounting, 
applying to its postulates and problems a 
maximum of trained intellect and legal 
analysis. The best view, I firmly believe, is 
that the accounting course should come 
early in the second year along with the 
first introduction to particular types of 
business transactions such as sales, credit 
instruments, trusts and corporations so 
that it, together with them, can form a 
foundation, during the last half of the law 
student’s training, for intensive analysis 
of problems in taxation, corporation fi- 
nance, secured transactions, etc. which are 
inseparable blends of law and accounting. 
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Now to revert briefly to the question of 
undergraduate training in accounting as 
related to a course of law studies. I would 
be the first to urge a young man who 
knew by the time he reached the end of 
his freshman year that he wished to be a 
lawyer with a typical major-city commer- 
cial practice, to take a large amount of 
accounting and economics in college in 
preparation for law school and his later 
professional career. At the same time, we 
must never lose sight of the value of a 
broad, liberal education, particularly for 
those who are going to occupy the top 
positions in our business and public life, 
and no first-class law school is going to 
deny admission to a man who has seen fit to 
major in the classics or astronomy or bot- 
any. Moreover, as you well know, it is the 
rare rather than the typical undergraduate 
who has made up his mind what profession 
to choose before he is fairly near the end 
of his college career. One may still ask, 
nevertheless, ““‘Why not require at least 
one college course in accounting?” It has 
been seriously considered as have similar 
requirements for one course in economics, 
one course in American constitutional 
history, one course in English history, etc., 
but your top-flight law schools draw from 
so many colleges—I believe there are now 
308 colleges represented among the 1500 
students at Harvard Law School—that 
the policing of such a requirement would 
be a fantastic job. Moreover, many, many 
colleges do not provide anything like 
what we consider the type of account- 
ing training we want. The single course is 
apt to be the elementary bookkeeping 
course as a stepping-stone toward inter- 
mediate and advanced accounting and 
by itself is of relatively little use; in fact, 
in my mind, it tends to produce a rigidity 
and formalism rather than a real insight 
into the meaning of accounting postulates 
and techniques. Finally, the mere fact that 
it is taken at an early age rather than at an 


age when the student’s mind has consider. 
ably matured robs it of a good deal of its 
value. 

Then what do we do in our law school 
and in others that think more or less as 
we do? There are four possibilities, all of 
which have their advocates. One is to farm 
out the law students to the commerce de- 
partment, business school, economics de- 
partment, accounting department or what- 
ever you may have and select from among 
their offerings the course most nearly suit- 
able for the young lawyer and have that 
taken as a credit course toward the law 
degree. The second is to require teachers 
of various particular legal subjects to in- 
clude appropriate aspects of accounting in 
the course of their inquiry and instruction. 
For example, on the part of contracts re- 
lating to the measurement of damages 
much accounting may be drawn in by the 
heels, and the trust course can deal with 
probate accounting, amortization of pre- 
mium and discount on securities, the in- 
come tax course can deal with a great deal 
of the measurement of revenue and alloca- 
tion of cost and the corporations course 
can bite off such subjects as proprietorship, 
capital stock and surplus, treasury stock, 
etc. Thirdly, there may be a specially 
tailored course taught by a member of the 
law faculty or by a visitor from some other 
faculty of the university which is an 
elective, and, fourthly, there may be a 
specially tailored course, again taught by 
the most competent available talent, 
which is compulsory. 

For some of the reasons I have already 
given in discussing the handling of ac- 
counting by making it a prerequisite to 
admission to a law school, I tend to regard 
the first alternative, the farm-out system, 
as not too desirable. Of course, it will vary 
from institution to institution and in 
many places it will provide a perfectly 
satisfactory solution. But, the fact is that 
in this great university the accounting 
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offerings at the Business School, under the 
general heading of control, are carefully 
integrated with the rest of the MBA pro- 
gram and you cannot carve out one ele- 
mentary or intermediate course and have 
it do double duty for a law student whose 
orientation is quite different. Nor will the 
course given in the college for those major- 
ing in economics or seeking advanced 
economics degrees be satisfactory. Finally, 
in many instances, the method of instruc- 
tion will be materially different and the 
student, used to approaching his so-called 
law problems from the case or problem 
method and deriving his principles and 
understanding thereof from intensive anal- 
ysis of concrete problems, will be treated 
in his accounting work to a lecture and 
laboratory technique that will tend to 
emphasize unduly the dissimilarities be- 
tween accounting and law and to obscure 
the fundamental one-ness of their best 
intellectual ingredients. 

As for the second alternative, what we 
might categorize as the atomization of 
accounting and the sprinkling of it as 
seasoning into many of the standard law 
courses, I find singularly little merit in 
it, although several distinguished institu- 
tions have adopted it. This complete sub- 
ordination of accounting to law, this 
warping of the integrated structure of 
accounting thought to fit a totally in- 
hospitable arrangement of legal cubby- 
holes can, to my mind, do far more harm 
than good. 

The final choice between the compulsory 
and elective custom-tailored course seems 
to me a foregone conclusion in favor of the 
compulsory one. Naturally, those students 
who have had a real training in college 
accounting should be excused, but, re- 
iterating what I said a few minutes ago, a 
student who has had merely a single 
freshman course in accounting should not 
de. This decision is not only in the long- 
range interest of the student, but also in 


the interest of enriching the third year’ 
work in the law school so that, for ex- 
ample, in the complicated income tax, 
corporate reorganization or dividend cases, 
the students may approach the problem 
at the same intensive level, seeing not only 
the legal but the accounting and mixed 
aspects as they will have to when they are 
in fact litigating or advising on such ques- 
tions. Unless all students in such courses 
are required to bring a minimum compe- 
tence in accounting to them, that will not 
be possible. 

Now let me give you, briefly, an outline 
of the course we give at Harvard and, if 
time permits, a brief comment on some 
other courses given in well-known law 
schools. I will then finish up with a quanti- 
tative survey of the accounting work in 
law schools generally. Our course is a half- 
year, two-hour-a-week job in the first half 
of the second year, with a total of approxi- 
mately 32 classroom hours of 50 minutes 
each. It is taught in sections of approxi- 
mately 150 men, and there are no assistant 
instructors. Thus, it is impossible to give 
the students laboratory exercises, much 
as we regret it. However, you should not 
forget that we are dealing with relatively 
mature students in their sixth year of 
post-high school training and they can 
therefore be counted upon to do work 
without having to be checked up upon by 
such means as turning in work sheets. Our 
technique is one which might be described 
as a modified case method, with emphasis 
on concrete examples and problems which 
are discussed in class, worked on the black- 
board by the instructor in cooperation 
with students called upon at random and 
controversial issues are sought after rather 
than avoided. Authoritative pronounce- 
ments of the AIA, SEC etc. are usedas 
background and intensively analyzed in 
classroom discussion. 

During the summer students are given 
a brief 200-page survey of accounting, 
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with principal emphasis on bookkeeping 
and the forms of financial statements, so 
that they are not totally cold when they do 
come to the opening class. Nonetheless, 
no assumptions are made as to any of this 
having really sunk in, and we start at the 
very, very beginning. Our idea of the best 
beginning is a quick look at a couple of 
representative financial statements, both 
income and balance sheets. In other words, 
we look at the forest before we try to iso- 
late the trees and we shock them a little 
right at the outset by demonstrating with 
market quotations and book value per 
share how little the balance sheet figures 
have to do with enterprise value. Then we 
turn to an intensive attack on double entry 
bookkeeping, not trying to make them 
really proficient at it, but giving them 
enough so that they can understand the 
basic technique and develop reasonable 
though not anywhere nearly automatic 
facility in recording transactions as journal 
entries. This takes approximately four hours 
and sticks to the most elementary type 
of mercantile situations. When they are 
through they are by no means competent 
bookkeepers, nor could they pass a fresh- 
man mid-year course examination in most 
colleges, but they have a grounding which, 
considering their maturity, is adequate 
and it is further reinforced throughout the 
rest of the course by constant returning 
to the journalizing of transactions or situ- 
ations so that the repetitive type of drill 
is maintained. 

The main scheme of the course then 
unfolds which is very simply one of un- 
remitting stress on the measurement of 
revenue and the matching of cost there- 
against. It seems too obvious to waste 
time on before this group that the balance 
sheet form of organization of an account- 
ing course is on the way out, and certainly 
is inappropriate to a rapid survey of the 
whole field. Just as quickly as possible the 


student is released from the confining 
framework of the ledger account and the 
balance sheet and exposed to the vital 
question of determining the effect on 
periodic net income of a variety of transac- 
tions. Thus, we start with simple problems 
of when is income recognized and get into 
some pretty complex material, including 
anticipation of profit on shipbuilding and 
other long-term contracts. But, the main 
emphasis is on principles of conservatism 
and the problem of deferring income to 
later accounting periods. The next twelve 
hours deal with various types of costs and 
rules for matching them against appropri- 
ate revenues. These hours present succes- 
sively examples of cost that produce im- 
mediate benefit, costs that become part of 
inventories, costs which are amortizable 
over relatively long terms, and costs such 
as land and organization that may be 
carried throughout the life of the entity. 
Rather intensive examination is made of 
various inventory methods, the problem 
of call premium and unamortized bond 
discounts and expense is hit fairly hard, 
and depreciation accounting gets a pretty 
full treatment. It is at this point that we 
really wrestle with ARB 33 and what 
George O. May calls the fundamental but 
dubious postulate that “fluctuations in 
value of the monetary unit which is the 
accounting symbol may properly be ig- 
nored.” More briefly than I would like, we 
go into some utility accounting and the 
restrictions of the uniform systems. The 
student’s attention is thus constantly 
directed to the idea that the asset side of 
the balance sheet is essentially an aggre- 
gation of costs that have not, prior to the 
date of the balance sheet, been applied 
against earnings. After a consideration of 
the handling of foreseeable costs which are 
to be incurred after the close of an ac- 
counting period, i.e., legitimate reserves, 
we turn to what might be called nonop- 
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erating transactions, including direct en- 


' tries in the surplus and capital accounts 


and once more heavy attention is paid to 
the controversy which rages around ARB 
32, and the SEC’s Vepco release. Finally, 
somewhat more attention than might be 
expected is devoted to technique of con- 
solidation with emphasis on the policy- 
making decisions that must be made as to 
the excess of investment over assets or its 
converse that may be produced through 
consolidation. To the extent that any 
time remains, treatment is given to ratio 
analysis and other techniques for studying 
financial statements, including some evalu- 
ation problems. I have, unfortunately, 
never been able to get in the cost account- 
ing which I would like as it is pertinent to 
much litigation, but, on the other hand, it 
is primarily a field that the lawyer leaves 
to the professional accountants and busi- 
ness executives and, therefore, I have had 
to push it aside. Some big day, when I 
get three hours instead of two, I shall 
certainly make good use of that for this 
purpose. 

With what sort of material is such a 
course conducted? I am indebted to Pro- 
fessor Newlove of Texas for a detailed 
breakdown of our course according to the 
chapters in my book in the current volume 
of the ACCOUNTING REVIEW. Dealt with 
in the course are all or large chunks of 32 
of the Institute’s accounting research bul- 
letins, 15 SEC accounting series releases, 
34 legal decisions of courts not involving 
utility regulation, and 25 decisions of ad- 
ministrative tribunals and courts involving 
public utilities. These cases and decisions 
including several involving income tax, are 
by no means necessarily selected as il- 
lustrations of proper accounting technique 
and policy but are often inserted for just 
the opposite reason—to provide exhibits 
in a chamber of horrors that might well 
be emblazoned “The Adventures of Un- 


trained Judges in Accounting-Land.”’ Pos- 
sibly the greatest classroom emphasis is 
placed on specific problems taken from 
more than 60 current corporation reports, 
prospectuses or re-organization plans, giv- 
ing the student material as released to the 
public and forcing him to create and com- 
ment upon the accounting policies and 
techniques underlying the statements. 
Thus, every effort is made to present 
accounting to the student in various facets 
as much as possible like those he will en- 
counter as a counselor in actual life. As 
an aside, I might add that a favorable by- 
product of such training is a healthy 
indoctrination into the realities of Ameri- 
can business, as to which so many of our 
students seem incredibly ignorant and 
hostilely prejudiced upon arrival at our 
school. 

A totally different breakdown and ap- 
proach is illustrated by the work of two 
Yale instructors, Messrs Wienshienk and 
Shapiro. They, too, begin with a brief 
summary of double entry bookkeeping and 
explanation of the basic finance state- 
ments. They then deal with receipts, cost 
and profits, as illustrated by “justiciable 
issues in contractual agreements.” The 
largest section of their book is that en- 
titled ‘‘Accounting for the Corporate En- 
terprise.”’ Beginning with dividend rules, 
it moves on from that to measurement of 
assets and policies of determining solvency 
and surplus and touches on consolidation 
only as illustrated by the well-known 
Cintas V. American Car and Foundry 
case. Finally, they spend considerable 
time on the uniform system of accounting 
for public utilities and on trust and estate 
accounting. For my money, this scheme 
is inherently defective in that it distorts 
accounting in order to cram it into an 
irrelevant legal framework and thus is apt 
to persuade the student that accounting 
principles are important only as footnotes 
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to legal rules and maxims. As one ex- 
perienced practitioner commented, the 
stress is unhappily on Legal Rules for 
Accountants rather than on Accounting 
for Lawyers. 

At the University of Chicago, the first 
twenty-five hours of the second year 
course on Business Organizations is de- 
voted to accounting and discount and 
accumulation tables. The organization of 
the course is not easy to describe, but it 
tends to follow accounting rather than 
legal classifications and depends for its 
materials primarily on excerpts from well 
known accounting texts. 

I have made a rather informal analysis 
of the treatment of accounting by one 
hundred twenty-six law schools in this 
country and Canada. It is not accurate 
because I have had to rely on available 
catalogues and some of these are not the 
most recent ones. Nonetheless, I think it is 
sufficiently reliable for me to give you a 
few statistics of the situation as I now see 
it. 

Of the 126 schools, 42, or precisely 1/3 
announce some instruction in accounting. 

Of the balance, one nmaakes accounting a 
prerequisite to admission to the school and 
24 include strongly worded recommenda- 
tions that accounting be taken before 
coming to law school. 

Thus, 67 or more than half, have taken 
heed of the necessity for accounting train- 
ing for lawyers. As compared with 15 
years ago, this is a phenominal develop- 
ment. The most that was found in schools 
in the mid-30’s was an occasional elective, 
usually not for credit. 

Now as to the courses that are offered 
as part of the formal law school instruc- 
tion. 


8 schools make accounting compulsory and, 
in addition, 2 schools which permit students to 
enter after only two years of college require 
those who do so to take accounting during their 


four year law school program. The balance of 
the courses appear to be elective. 

9 of the courses are placed in the 2nd year, 
9 in the 3rd, and the balance appear to be op. 
tional as between 2nd, 3rd, or 4th years. 

At least 10 of these are taught by members 
of the law school faculty, but the majority ap. 
pear to utilize talents from other departments 
of the university. 

The minimum and median length of these 
courses is 2 hours per week for a half year, al- 
though there are a few longer courses stretch- 
ing up to 5 hours at the University of Georgia, 

As far as the materials used are disclosed in 
catalogues, it appears that 12 schools are using 
my casebook, 8 the casebook by Shapiro and 
Wienshienk of the Yale Faculty, 5 works by 
Graham and Katz of Chicago, and the balance, 
standard accounting texts, with Finney’s ap- 
parently in the preponderance. 


In conclusion, I would like to stress the 
dynamic development that is taking place 
in this field and the rapidity with which 
the realization of the importance of ac- 
counting has swept away the complacency 
and narrow-mindedness that previously 
excluded it from law school curricula. But, 
there is still much missionary work to be 
done. Too many in our profession still 
look on accounting as a useful mechanic's 
skill. From out of this naive approach 
arises much of the trouble that we all re- 
gret in the clash between the two profes- 
sions. Those of us who are pioneering in 
this field in the law schools feel very 
strongly that inculcation at an early stage 
of the proper methodology will not only 
make our students better lawyers, but 
will make them better team mates for the 
other professions, particularly the ac- 
countants, in their joint service to the 
public. To do this, our students must de- 
velop familiarity with financial statements 
and schedules; ability to converse fluently 
in the language of accountancy and to 
grasp the full import of a journal entry; 
and, as a by-product, they must, if they 
are to improve the existing situation, de- 
velop an acquaintance with the more fre- 
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quent errors untried courts fall into when 
confronted with poorly presented ac- 
counting questions. 

There is much work to be done and the 
results of this development I have de- 
scribed will not be apparent for quite a 
while, but I am sure we are working in the 
right direction. Let me conclude by saying 
that we are fully cognizant of the fact that 
we are only belatedly copying you. Many 
years ago you recognized that a funda- 
mental understanding of commercial law, 
property law, and business organization 
law, to mention only a few of the major 
sub-divisions, was an essential ingredient 
in the training of an accountant. You 
inserted legal examinations in your state 
tests, and you developed effective teaching 


methods in this area. We, alas, lagged far 
behind you. Rare, indeed is the bridge that 
can be constructed exclusively from one 
side of a chasm. You have well done your 
part. Like a mighty cantilever your 
efforts to bridge the gulf between our 
professions have reached mid-stream and 
farther. Very recently we have started to 
work, but we cannot claim that we have 
done more than excavate the foundations 
and possibly poured a little concrete. I 
can only hope that what we have done has 
been sound and that there will spring 
from it our half of the arch to meet you 
and bridge the chasm between our pro- 
fessions to the end that both may exist 
happily, cooperatively, and effectively in 
the joint service of our free society. 


1950 
MEMBERSHIP ROSTER 
AMERICAN ACCOUNTING ASSOCIATION 


A membership roster for 1950 is being distributed in January. It is divided into two 
parts. The first part contains a straight alphabetic listing of names. The second part 
is arranged geographically by states and cities. 


in this edition. 


Each name and address appears as it did in our lists used for mailing the October 
issue of the ACCOUNTING REVIEW, unless a member notified us of a change he 
desired to be made. Our cut-off date was December 15, 1950, Changes in names and 
addresses and new memberships reported on or after December 15 were not included 


continental United States). 


A copy is being distributed without charge to each person who was a member on De- 
cember 31, 1950. Copies are available to others at $2.00 each ($2.50 outside of the 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of Mlinois 


URBANA, ILLINOIS 


|| 

| 
| 
| 
| 


THE CORRELATION OF ACCOUNTING 
INSTRUCTION WITH INSTRUCTION 
IN OTHER BUSINESS FIELDS* 


Kart A. BOEDECKER 
Associate Professor, University of Tennessee 


administration have done so little by 

way of shaping their curricula to train 
competent business administrators. To 
consider the correlation of accounting in- 
struction with that of other business fields, 
brings us face to face with this problem. 
The consequence of attempting such a 
correlation is to focus attention upon the 
interrelationships among business courses 
and to emphasize the need for more com- 
prehensive programs to develop profes- 
sional business responsibility. 

The purpose of integration is to reverse 
the usual emphasis and come out with 
“management skills’ rather than only 
“technical skills.”” This does not, of course, 
contend that technical skill is unimportant. 
It does, however, re-orient thinking toward 
new objectives in which technical compe- 
tence alone is not enough. 

This kind of training produces not 
specialists but “‘generalists.”’ It encourages 
students to become business generals 
capable of leadership in the business and 
economic sphere as military generals are 
capable in the military sphere. 

Business practitioners are much con- 
cerned about the newly conceived role 
which they hope to play in an expanding 
commercial and industrial society. Numer- 
ous books, periodicals, and documents 
attest to a startling similarity of ideas on 
this point. The following excerpts, by no 
means exhaustive, are representative, and 
could easily be multiplied. 


if Is AN ODpDITY that colleges of business 


* This paper was presented at the annual meeting of 
the Southeastern Section of the American Accounting 
Association, May 12, 1950, at the University of Tennes- 
see. 


Amid the compelling events of our time 
business and businessmen cannot afford to 
take a narrow view. 

Business is far more than making a living 
and getting ahead in a personal way. It is 
surviving in a group sense—and the group is 
not limited to businessmen. It means living 
successfully in a world beset by problems that 
call for straight, clearheaded thinking—and 
for action based on that thinking.! 

The effective businessman has, it seems to 
me, two special abilities. He is skilled in the art 
and science of the purposeful organization of 
men and things. He is also trained in the taking 
of risks and the facing of uncertainties. These 
abilities which have been developed to a high 
degree within individual business units are the 
basis of the contribution which responsible 
business leadership can and must make to our 
society in its attempt to work its way through 
the troubled present and the uncertain future 

The businessman has other problems than 
his credits or debits. Since management deals 
with human beings, with their social and moral 
life, it takes on a character of trusteeship. 
Group relationships on many levels must be 
considered. These involve rights and duties, as 
well as interest and claims. If the important 
facts of man’s nature are ignored, an enter- 
prise is not contributing its due to society.’ 

The lifeblood of an organization is its men. 
Brick and mortar, steel and stone can be had 
far more easily than skilled and willing man- 
power, and we should underline the willing 
manpower. It is not too difficult to develop the 
skills necessary to a job, but the greatest feat in 
leadership is to develop the will that makes 
that skill effective. It is for this that we need 
training; our industrial supervisors and man- 
agers must be taught how to create willing 


1 Richard Weil, Jr., “Business Is Not Only Bust 
ness,” New York Times Magazine, October 16, 1949. 

2 Donald K. David, “Business Responsibilities in an 
Uncertain World,” Harvard Business Review, Vol. 
XXVII, No. 3, May 1949. : 

* General Robert Wood Johnson, “Human Relations 
in Business,” Harvard Business Review, Vol. XXVU, 
No. 5, September 1949. 
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workers, how to manage so as to produce 
them.‘ 


If these observers are correct, the world 
of the intense individualist, the domineer- 
ing boss, and the ruthless seeker of profit 
is rapidly giving way to the responsible 
administrator with a strong sense of duty 
toward society. Today’s business leader, 
by necessity, must possess the broad view. 
His problem solving and decision making 
take place in a disorderly world defiant of 
logic and upsetting of principle. And this 
world is vastly bigger than it once was. 
The compulsion to “get along” and to 
cooperate with people is more urgent than 
ever, for more groups of persons have 
rights and privileges than was previously 
the case. 

These are the kinds of ideas which seem 
to be circulating among the responsible 
business leaders of our time. Where do we, 
as educators, stand? Do our instructional 
programs meet the needs of students who 
some day will be business leaders? What 
kind of curricula would be most useful 
for training responsible administrators? 

This paper contends that the principal 
task of the college of business administra- 
tion is to develop competent students, 
well equipped to pursue lifetime careers 
in the management of economic and 
business affairs. 

Before considering the responsibilities 
of the accounting curriculum for carrying 
out that task, two qualifications should be 
made clear. First, students who expect to 
become professional accountants must be 
thoroughly grounded in the conventions 
and techniques of the profession in order 
to meet the immediate requirements of the 
first job. The relatively small number of 
students who actually become professional 
accountants enables us to withhold con- 
sideration of problems of this kind. The 


; * Earl G. Planty, “The Future of Industrial Train- 
ing,” American Management Association, Production 
Series No. 167, April 1946, p. 28. 


purpose of correlating accounting instruc- 
tion with other courses is to make account- 
ing graduates more generally useful to 
employers. This purpose differs from that 
of training professional accountants. 

Second, mass education has brought to 
colleges of business some students who 
have neither the potentials nor the in- 
terests to assume positions of administra- 
tive responsibility. The public university 
perhaps faces this problem more acutely 
than the private university. It should, 
therefore, be sensitive to such matters. 
However, they are of a different order, and 
should be discussed at another time and 
a different place. 

It is pertinent to ask whether these 
qualifications remove the basis on which 
to continue the discussion. In short, is it 
too much to expect of accounting gradu- 
ates that they either will enter business at 
the management level or will soon attain 
that status? It is not if we accept the 
following interpretation. 

When we speak of management, whom do 
we mean? Management embraces the man or 
men with supervisory or administrative re- 
sponsibilities acting for the employer directly 
or indirectly. Those who want to quarrel with 
management narrow the field to include a few 
men at the top who are called presidents, vice 
presidents, secretaries, and treasurers. But 
what are the facts? Management is first re- 
quired at that point in the operations of a 
company where supervision or administration 
is necessary. Management is the thinking part 
of a business. It has to do with organization, 
planning, control, procurement of materials, 
selection of manpower, supervision, selling, 
and financing. It bases on the foreman and it 
pyramids up to the president. This whole 
group of men is management. 


Quite simply, many accounting gradu- 
ates will be managers or administrators. 
If successful, they will move, in the future, 
into the upper levels of management. The 

5 T. G. Graham, Vice President, B. F. Goodrich, as 
quoted in A. D. Eastman, “Development and Rating 


of Supervision,” American Management Association, 
Production Series No. 174, April 1947, p. 3. 
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basic disciplines of accounting are an es- 
sential part of education for business re- 
sponsibility. Yet, as the inclusion of this 
topic on your program recognizes, a major 
problem is to get the accounting student 
on “intimate speaking terms” with other 
functional aspects of business enterprise. 
Hence, a program designed to offer this 
kind of training calls for a re-evaluation 
of the purposes of accounting courses. 

Students in accounting classes should 
be encouraged to think in terms of man- 
agement’s need for business facts. Such 
facts become useful in relation to an im- 
mediate problem or as they underlie a 
decision. Purpose must underlie the keep- 
ing of accounting records. It is in this area 
of purposeful action that the correlation 
of accounting with other business courses 
is so badly needed. Figures for the sake 
of figures is a sterile concept. 

The attention of the embryonic account- 
ant should be turned away from the 
emphasis upon what is “right” and into 
the area of diagnosis and choice of alterna- 
tives. The world of the administrator is 
one of choices and decisions. These involve 
value judgments in which the distinctions 
between right and wrong are not always 
clear. Often there are several “rights” or 
perhaps, if there are no clearcut “‘rights,”’ 
there are lesser “‘wrongs.” To stress the 
conventional is to encourage the un- 
realistic. To emphasize the one “right” 
answer, robs the student of the very ex- 
perience and training which will be most 
useful when he enters the business world. 

Accounting students should realize that 
business facts arise from situations in- 
volving human beings. Facts and figures 
neither collect themselves nor interpret 
their own meanings. People are involved 
at both ends of the accounting process, and 
because the human element can play so 
many tricks, even with accounting figures, 
students should have driven home to 
them an appreciation of the human situa- 
tions out of which business facts arise. 
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The well-trained accounting student 
will realize that figures are a means, not 
an end. After all the appropriate figures 


are obtained, it is still necessary for the © 


businessman to find an answer to his 
problem. He must consider both quanti- 
tative and non-quantitative factors. Thus 
the controlling situation is the decision 
which has to be made relative to a market- 
ing, production, financial, or other type of 
problem. In such situations accounting 
information is extremely useful, but what 
many accounting instructors sometimes 
forget is that decisions will be made by 
businessmen without benefit of the ac- 
countant’s help if the latter cannot adjust 
his art and skill to business needs. 

It is not easy for specialized instructors 
to understand that the end product should 
not be measured in terms of accounting or 
finance or marketing or any other specific 
course. It should be gauged in terms of 


ability to administer the affairs of business | 


enterprise. Thus accounting becomes not 
an end in itself, but the means to an end 
as do all other courses in the curriculum. 
We sometimes lose sight of that because 
of our conceptions regarding employment 
opportunities and because of the desire to 
train students for specific jobs. We should 
train for the common denominators of 
business management. The specifics of the 
job ought to become to a larger extent the 
responsibility of the employer through 
on-the-job training programs. This is 
much more their rightful place than in the 
college of business curriculum. 

In short, we are obliged to create a 
more desirable environment for the teach- 
ing of accounting courses, and to strive, as 
this meeting suggests, for a better ration 
alization between all the basic courses of 
study. Such correlation cannot take place 
in a vacuum. That could well be the 
greatest single criticism of all our courses— 
pretty generally they are being taught as 
if no other courses existed. 

The question now arises as to how the 


- 


ARG 


job ca 
procec 
are th 
ning i 
decisic 
if he 
him. | 
dents 
rule t 
Anc 
is that 
curric 
for tl 
forced 
in so. 
Oth 
quirec 
tion, 
certai 
Howe 
effect 
tive 
basis 


mon-s 
trollee 
of stu 
tion 1 
Cor 
majo1 
becau 
corre] 
more 
produ 
gressi 
ordin: 
As 
fora 
in th 
separ; 
with 
group 
no lo: 
and y 
No 
tions, 


= 
lated. 
A 
be de 


job can be done. Perhaps the least desirable 
procedure is to rely upon chance. There 
are those who argue that curriculum plan- 
ning is nonsense in the first place, for the 
decision to learn lies with the student, and 
if he desires to learn, nothing can stop 
him. It is just by chance that some stu- 
dents desire to learn, hence let chance 
rule the curriculum. 

Another argument sometimes advanced 
is that actually a disjointed, uncoordinated 
curriculum bears the seeds of strength, 
for the student in such a situation is 
forced to make order out of disorder, and 
in so doing he learns more readily. 

Others contend that a system of re- 
quired courses provides a kind of integra- 
tion, and beyond the specification of a 
certain few courses, we should not go. 
However, such a system is more or less 
effective according to the number of elec- 
tive courses allowed and according to the 
basis upon which requirements are formu- 
lated. 

A final group argues that the job should 
be done on the basis of conscious, com- 
mon-sense, planned action, properly con- 
trolled and cognizant of the latent talents 
of students and faculty. Such an assump- 
tion underlies the following discussion. 

Consideration will be given first to the 
major functions of business administration 
because this is the direction toward which 
correlated courses should move. Next, 
more definite characteristics of the end 
product are suggested. Lastly, some pro- 
gressive steps toward a completely co- 
ordinated program are outlined. 

As many have understood and taught 
for a long time, a significant development 
in the economic society has been the 
separation of management and ownership 
with the resultant rise of a managerial 
group. Today the managerial function is 
no longer fulfilled by correcting mistakes 
and watching figures. 

. Not only management in giant corpora- 
ions, but small business management as 
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well, must be able to plan and think. 
There is a need to visualize the total pro- 
ductive effort. This means coordinating 
functions connected with technical plan- 
ning, operations, requirements, and re- 
search. 

What does an administrator really do? 
The answer does not come readily, for the 
administrator has not been studied as has 
the worker, even though much time and 
thought has been and is being given to 
executive training. 

It is clear that administrative activities 
vary according to the level on which man- 
agement is operating. Since managers too 
are specialists, not every manager in an 
enterprise performs all the managerial 
functions. Furthermore, all management, 
except at the very top, is itself managed. 
Top management probably performs a 
more complete set of functions than middle 
management, and both differ from those 
managers at entering levels. Indeed, per- 
sons entering the managerial structure for 
the first time, as is so often true of college 
graduates, may, in fact, be managers in 
name only since one requirement for such 
a position is that managers must have re- 
sponsibility over subordinates. 

Differences must not be stressed too 
greatly, however, for there are functions 
common to administrative responsibilities 
whether in business, education, govern- 
ment, or elsewhere. 

It is not the purpose here to discuss in 
detail the functions of management. We 
need, therefore, only mention them as 
necessary attributes of the type of student 
which the college of business administra- 
tion should produce, or, in other words, as 
the end result of coordinating accounting 
instruction with other business fields. 

Graduates of colleges of business ad- 
ministration who attain managerial status 
will perform functions of organization, 
direction, and control. Common to these 


6 The reader can find numerous classifications of the 
managerial functions many of which overlap in major 
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functions are the administrative techniques 


of planning, supervising, analyzing, de- 
cision making, negotiating, bargaining, 
reviewing, and evaluating. 

For the most part, an uncoordinated 
curriculum does not encourage the devel- 
opment of these functions and techniques. 
Not many colleges of business administra- 
tion practice very well the things they 
claim to preach by reason of their titles. 
If instruction in the strategy and tactics 
of administration takes place at all, it is 
usually as a by-product and not as the 
principal product of the curriculum. 

The principal task of the business cur- 
riculum is to encourage the development 
of those abilities which enable men and 
women to practice the techniques which 
are useful for performing the functions of 
the able administrator. Administrators, it 
is probably safe to say, are made and not 
born. Our job is to help them acquire the 
following abilities. 


To write and speak well. 

2. To get along with people. 

3. To analyze business problems, recognize 
alternatives, make decisions, and take 
action. 

4. To acquire some proficitncy in at least one 
technical area of business. 

5. To understand and interpret the meaning 
behind figures. 

6. To plan and carry out business operations. 

. To coordinate and visualize a total busi- 

ness effort. 

8. To understand the workings of the eco- 
nomic system from the standpoint of 
a. the theoretical framework 
b. the institutional framework 
c. the relationships of business and gov- 

ernment 

9. To bear up under heavy pressures of work 
loads and time schedules. 

10. To appreciate the responsibilities of busi- 
nessmen as citizens. 

11. To demonstrate a high appreciation of 

ethical business behavior. 


Some will contend that this is too much 


areas. This classification is taken from Robert Tarmen- 
baum, ‘‘The Manager Concept: A Rational Synthesis,” 
The Journal of Business of Chicago, 
October 1949, Vol. XXII, 
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to expect of both the college and the 
student. After all, they will say, we are 
not staffed to do the job. Then, too, 
students are mere boys and girls. They are 
not ready to think in terms of business 
responsibility. 

This, of course, may be true. But we 
ought to be concerned about the fact that 
a lesser program represents only fractional 
training. As the need for managers in- 
creases, the graduate of today is not going 
to be good enough to perform as desired 
unless a more comprehensive job is done 
to develop the arts and skills of the ad- 
ministrator. Many curricula today are of 
limited usefulness for that task. 

What has been said up to this point is 
not particularly new. Many educators 
have recognized the need, some have dis- 
cussed the purposes, and a few have ac- 
tually made progress toward the organiza- 
tion of curricula which will develop the 
characteristics previously mentioned. 

The responsibility of those who would 
innovate in this area is to foster progress, 
yet to demonstrate common sense. The 
following suggestions are made with the 
hope that they are neither impractical nor 
grandiose. 

The coordination of accounting with 
other business courses might be achieved 
through two kinds of action. The first has 
to do with rather simple administrative 
techniques, the second with the organiza- 
tion of courses and course content. 

A first suggestion is that the accounting 
staff arrange joint meetings with the 
finance staff or the marketing staff or even 
the economics staff. Formal introductions 
probably would be necessary in some in- 
stances, but joint consideration of business 
problems might reveal numerous areas in 
which common subject matter is being 
taught. The contributions of each stafi 
would be multiplied by common, unified 
action. 

Second, more thought and care might 
be given to building a faculty team. This 
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is a long run project, for a faculty cannot 
be turned out this year in order to hire a 
winning combination for next year. What 
this proposal does suggest, however, is that 
faculty additions be chosen not on the 
basis of some illusional measure such as 
standing in the field, but on the basis of 
the job which needs to be done and how 
that job squares with predetermined ob- 
jectives. Whether the new faculty member 
is capable of playing on a team is more 
important than the employment of prima 
donnas. 

A final suggestion is to appoint a steer- 
ing committee to serve as a clearing house 
for all curricular developments. Its pur- 
pose would be to determine objectives, to 
aid in the organization of courses, and to 
assure that what happens in one area of 
the curriculum is sensibly co-ordinated 
both in point of time and in content with 
what is happening in other areas. It repre- 
sents perhaps the strongest positive force 
for the integration of subject matter which 
by nature and tradition is hard to bring 
together. Such a committee fosters that 
progressive improvement which comes 
from the free rise of ideas. 

Coordination through the organization 
of new courses, too, can proceed from the 
simple and immediate to the complex and 
long run. First, one year of accounting can 
be required as a pre-requisite to other 
courses, such as finance, where important 
relationships are clearly indicated. In 
many curricula this is already being done, 
but it is stated here to suggest again that 
what happens in one course, such as 
finance, is controlled, regulated, or ex- 
panded by what happens in the accounting 
courses. 

Second, either senior or graduate semi- 
nars should be organized to explore the 
interrelationships of accounting and fi- 
nance. A fruitful area from the standpoint 
of the latter is the management of current 
assets and current liabilities. Accounting 
techniques such as the cash budget and 
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applications of funds statement are ex- 
tremely useful for reaching conclusions 
concerning the need for funds and the 
sources which must be tapped to obtain 
those funds. Management of cash resources 
is a vital business operation. Both the 
accounting instructor and the finance 
instructor possess worthwhile information 
in this area. The argument here is that the 
two forces of instruction should be brought 
to bear at the same time, in the same class, 
for the same students, on the same prob- 
lems. The impact of such instruction is 
heavier than the impact of uncoordinated 
instruction. 

Third, if students in business ad- 
ministration are to understand how to use 
and interpret figures, joint courses in 
accounting and statistics should be ar- 
ranged. The purpose would be to increase 
the student’s familiarity with numbers, 
to impress upon him the need which man- 
agement has for a continuous flow of 
business facts, to develop a sense of the 
magnitude and inexact nature of number 
problems, and to understand that figures 
are collected for a purpose and must be 
interpreted in accordance with that pur- 
pose. 

Fourth, additional possibilities exist in 
the areas of cost accounting and produc- 
tion management or governmental ac- 
counting and public finance. Instructors 
who are broadly trained can themselves 
draw together the common threads of 
information. Only inspiration and encour- 
agement are needed. If such instructors 
are not available, the accounting depart- 
ment might well consider the feasibility of 
arranging for the joint administration of a 
course by two or more instructors. 

Fifth, over a somewhat longer period 
the ultimate goal should be an integrated 
curriculum consciously designed to pro- 
mote the development of skills in the 
major functions of business administra- 
tion. 

It seems advisable to approach a pro- 
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gram of this kind first by deciding upon 
the areas of business training which should 
be explored by a student to promote his 
development as a person capable of or- 
ganizing, directing, and controlling people 
in business enterprises. 

The organization of courses of study 
should take place only after the areas of 
instruction are marked out. An appropri- 
ate program would comprise work in the 
areas of accounting and figure concepts, 
finance, marketing, production, human 
relations, and economics. The number and 
content of courses would depend upon a.) 
the relevant material in each area, b.) the 
time necessary to consider that material 
and c.) the limits within which the college 
of business must offer its program. 

The instructional program is only part 
of the total effort which the business 
school must carry on. Students must have 
the opportunity to see and hear business 
leaders. They should have an opportunity 
to participate in, as near to first hand as 
possible, the decision making activities of 
business management. 

The college of business cannot forget its 
responsibilities to alumni, for learning in 
business fields does not cease on com- 
mencement day. Therefore, a vital purpose 
of the total program becomes the promo- 
tion of professional activities for alumni. 
Nor can such a program ignore responsi- 
bility in the related area of adult business 
education. Many business leaders who 
never attended a university or who at- 
tended long ago need retraining. Too many 
business failures attest to that. 

Finally, the overall program must pro- 
vide adequate research opportunities, for 
this activity maintains the intellectual 
vitality of the faculty, provides new and 
live material for instruction, and serves 
the business community. 

An essential step toward the formation 
of a truly integrated course is to agree to 
agree. Various advantages follow. Such 
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agreement leads to planning. Planning 
leads to more careful course organization, 
to increased faculty interest in course 
work, to interchange of ideas, to constant 
cross reference, and to more frequent 
meetings and consultations. These in turn 
will uncover additional advantages. 

The foregoing suggestions admittedly 
are sketchy. They are not meant to be 
exhaustive, for there is much to be done, 

Perhaps the first requisite for progress 
is to see ourselves as we really are. Toa 
degree we are doing a better job than ever 
before. However, what we are doing still 
has serious shortcomings. 

A prominent leader in our field has 
observed that, 

Aimlessness and confused objectives constitute 
the greatest single weakness of education to- 
day. Too few of us know what we ought to 
accomplish. Instead of educating students, 
we are teaching subjects. Instead of develop- 
ing qualifications that will make students 
into competent men, we are giving them in- 
formation and busywork.? 


Before us lies the opportunity to offer 
realistic and useful business training. We 
shall be involved with leadership and 
decision making. Perhaps we shall learn 
that the man who cannot make decisions 
will never be a leader; that the man who 
cannot think his way to a conclusion will 
never be an administrator. 

Perhaps we shall discover how badly 
we need men for business, government, 
and education who can integrate a wide 
range of facts, form large, sound judg- 
ments, and choose effective courses of 
action. Perhaps our students will learn 
to see the problems of business as they 
usually are—a complex of many factors, 
some of which are unknowable. 

These are the consequences of coordinat- 
ing accounting courses with other business 
courses. 


7 Robert D. Calkins, “Objectives of Business Educa- 
tion,” Harvard Business Review, Autumn 1946, p. 46. 
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IS MANUFACTURING COST AN 


OBJECTIVE CONCEPT? 


B. C. LEMKE 
Professor, Michigan State College 


of a manufactured article it seems 

necessary at present to be (certain 
first of all of the primary reason for as- 
certaining such cost. Presumably there 
can be several costs for a given article, all 
valid according to some lines of reasoning. 
If this is admitted, it seems doubtful that 
any cost can be referred to as an objec- 
tively arrived at cost. The justification for 
the adoption of standard cost should in- 
clude the point that a proper or objective 
cost, however defined, can exist inde- 
pendent of subjective or incurred cost, at 
least temporarily. This implies that in a 
given situation the standard cost is con- 
structed with such objective in mind be- 
cause a standard cost can be determined 
on any number of bases usually incor- 
porating aspects of expected, near-normal, 
average, or budgetary costs. Standard cost 
for control purposes usually takes into 
account, or at least rationalizes, all ex- 
pected expenditures and charges related to 
the manufacturing process. Although ap- 
parent realism is attained thereby, it does 
not necessarily follow that all costs, which 
it is anticipated will be incurred in the 
manufacturing process, are proper costs, 
or, to use a phrase used earlier, objectively 
arrived at costs. 

The nub of the arrangement is this: if 
competent factory engineers and superin- 
tendents are given a free hand in designing 
a factory for a stated! rate of output of a 


[' ANY DISCUSSION as to the proper cost 


1 This stated rate of output is determined by man- 
agement after estimating its share of the market. It is 
not necessarily the rate of output which will result in the 
lowest possible unit cost at which the article can be 
manufactured. Oftentimes this latter rate of output 
may be large enough to swamp the market to the detri- 
ment of all participants except possibly the consumer, 
temporarily. 


product, there will be one combination of 
production factors which will be the most 
economical combination (i.e., give the 
lowest cost per unit of output at that 
stated level). Any deviation from this 
combination will yield a higher unit cost 
of output. Presumably the word “objec- 
tive” can be used to describe such a unit 
cost. 

A combination of factors so arrived at 
will not be a static one because with a 
change in the purchase price or relative 
efficiency of any one of the factors entering 
into the combination, a re-arrangement 
and substitution of factors will be neces- 
sary in order to arrive at the lowest unit 
cost for the same rate of production, which 
may be higher or lower than a previously 
existing unit cost. Again, if the rate of 
production is increased or decreased, an- 
other combination of factors will be neces- 
sary to arrive at the lowest unit cost 
although the proportion of the factors may 
not necessarily be altered. Since this pro- 
cedure is largely engineering in nature, it 
would seem to follow that companies 
making the same product at the same 
rate of output and having equal access to 
and power in the marketplace for factors, 
will have the same opportunity to produce 
at the lowest unit cost, if each is perfectly 
free and able to adapt itself to such rate of 
output. This lowest unit cost for a stated 
rate of output appears to be an objectively 
arrived at cost. Any deviation from this 
lowest unit cost under actual operating 
conditions will represent managerial in- 
efficiency, to a large extent. The deviation 
will be unfavorable and will represent 
management’s inability or unwillingness to 
adapt the plant to the most efficient com- 
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bination of factors for the stated rate of 
output. 
The so-called flexible budget does, to a 


certain extent, seem to incorporate the 
argument of the preceding paragraph. 
However it does so imperfectly because it 
frequently represents minimum plans of 
adapting all existing factors of production 
to changed circumstances. A decrease of 
output from a rate of 100% to 80%, for 
example, can be accomplished in several 
ways. If the decreased rate of output is 
considered a temporary dip, then very 
few changes may be made, whereas the 
changes may be many and fundamental in 
nature if the decreased rate of output is 
considered relatively permanent. Further- 
more, the flexible budget, as is true of 
practically all cost accounting, assumes 
that all costs related to production should 
be considered manufacturing costs. As is 
implied above, a part of these costs should 
be considered managerial inefficiency, er- 
rors of judgment, or rationalizations of 
divergent outlooks for the future, which 
nevertheless are charged to the factory 
even though the factory has no control 
over all costs. 
It may be desirable, of course, for man- 
agement to specify a combination of fac- 
tors which is relatively inefficient at any 
rate of production but which is flexible in 
the sense that the combination is not 
drastically inefficient at any level of output 
that is likely to be encountered in the 
reasonable future, or which is adaptable 
to product changes and the production of 
related products. With the obvious im- 
portance of sales administration and its 
more or less implied control over sales 
prices, within limits, it undoubtedly is 
necessary that production facilities be 
adaptable to desired changes in volume 
and type of product rather rapidly and 
that this is more important, in the long 
run, than manufacturing at the lowest 
unit cost for a stated rate of production. 


If this is true, it would seem that a signifi. 
cant element of present day manufacturing 
cost is really an expense of facilitating the 
administration of sales! 

The isolation of this non-essential ele- 
ment from manufacturing cost, as ordi- 
narily arrived at, might not be a difficult 
matter under all circumstances. If produc- 
tion is fairly standardized, it is likely that 
the rate of production? is increased by 
exactly duplicating previously acquired 
combinations of factors of production, 
assuming stable conditions, and that it is 
decreased by ignoring similar combinations 
of factors of production. Reduced to its 
simplest terms, under these conditions of 
manufacturing the essential cost of manu- 
facturing for a certain stated rate of output 
would be quantity multiplied by a cost 
constant, which is the same as stating that 
for a reasonably wide range of output 
possibilities the cost per unit does not 
change.* The apparent variableness of 
costs per unit as usually computed for 
various ranges of output on the decrease 
side, under these conditions, is probably 
caused by the inclusion as costs of idle or 
excess factors of production, an inefficient 
spreading of production over a greater 

* Essentially this is a denial of the fact, generally 
assumed in cost accounting, that manufacturing ex- 
penses or burden must contain a fixed element of some 
consequence as distinct from a variable element. Objec- 
tively viewed, the recognition of such a fixed element 
in the traditional manner is an assumption that the 
presence of excess or inefficiently utilized factors of pro- 
duction is automatically justified. If the time element is 
ignored, then there is no fixed element, although there 
may bea possible retroactive separation of essential and 
non-essential expenditures at the completion of a con- 
venient time cycle. Furthermore, at some time in the 
past, management had the same opportunity that po- 
tential competitors have of determining the rated 
capacity of the factory without regard for the tradi- 
tional fixed and variable classifications. 

3 This is true if we ignore the step or block charac- 
teristics caused by the fact that factors of production 
cannot be added in very small quantities but must be 
added in fairly large chunks. It may be noted in passing 
that any marginal cost which deviates from unit cost 
under the above assumptions is to be viewed with suspi- 
cion. In fact, since the successive additions have an 
independent ‘existence as far as previously acquired 


combinations are concerned it is doubtful whether a con- 
cept of marginal cost is valid. 


numb 
than | 

The 
of cos 
denyl 
The ¢ 
nifica 
opera 
ratior 


Is Manufacturing Cost an Objective Concept? 79 


number of certain relatively fixed factors 
than is absolutely necessary, or both. 

The foregoing assumes a homogeneity 
of cost which the accountant persists in 
denying if contradicted by historical cost. 
The difference may be of considerable sig- 
nificance at times, but for comparisons of 
operating efficiency it is desirable to 
rationalize the disparity of money costs 


due to different purchase dates of other- 
wise identical types of production factors. 
Although such disparity in recent years is 
likely to have been the result of inflation- 
ary forces, it could have been caused at 
any time by a change in the production 
arts, a shift in demand for the factor itself, 
or a shift in demand for the product which 
the factor helps to produce. 
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CASE STUDY IN AUDITING PROCEDURE 
CASUALTY (AUTOMOBILE) 
INSURANCE COMPANY 


ANDOR BERETVAS 
Hardy International Hotel Company 


financial statements of an automobile 

insurance company is discussed. The 
insurance company will be called: “Better 
Planning Insurance Company,” which is 
incorporated under the laws of the State 
of Illinois with a paid up capital of 
$250,000. The Company is carrying pro- 
tection against the following risks: auto 
liability (bodily injury), auto fire and theft, 
auto comprehensive, auto property dam- 
age, auto collision, and miscellaneous auto 
(medical payments). The business is car- 
ried on, beside the Home State, in twenty 
other States where licenses were secured 
and premium taxes have been paid. The 
Company is a reinsurer and a reinsured. 
The cash position of the Company is very 
favorable. The investment: portfolio con- 
sists of U. S. Government obligations with 
an average yield of 1.80%. The underwrit- 
ing practice is conservative. The insured 
is accorded a fair treatment and contract- 
ual obligations are promptly discharged in 
accordance with policy provisions. The 
forms used by the Company are filed with 
The Department of Insurance under Sec- 
tion 143 of the Illinois Insurance Code. 


[' THIS STUDY the examination of the 


DISTINGUISHING CHARACTERISTICS OF 
INSURANCE COMPANY 
ACCOUNTING 


It is generally known that casualty in- 
surance companies, especially those in- 
volved in auto risks—operating “under 
State supervision—differ widely from those 
of commercial and industrial companies. 
State supervision includes the determina- 


tion of the financial soundness of the in- 
surance companies as well as competent 
management which means that fair policy 
contracts can be sold and that all just 
claims arising out of them will be paid. The 
difference between insurance and com- 
mercial accounting is due not only to the 
type of statements used, but to how their 
records are kept. The records are usually 
handled on a cash basis (as presented in 
income and disbursements accounts) and 
the financial statements prepared for the 
stockholders and policyholders based on 
accruals. The scope of this hybrid system 
can be explained by giving full attention to 
legal requirements by which the annual 
reports prepared for the State are presented 
on prescribed forms. In regard to these 
forms, some clarifications are still needed. 
The opinion of the Insurance Department 
of The State of New York is quoted as 
follows:! 

“Our interest in uniform accounting is 
directed primarily toward the establishment 
of uniform methods of classifying and allo- 
cating expenses. We do not intend to prescribe 
actual methods of bookkeeping or accounting 
systems. Instead, we will prescribe expense 
data which the companies will be required to 
compile, and will also prescribe methods of 
compiling the data, but not to the extent of 


dictating the actual books and records to be 
maintained.” 


The “Annual Statement” form is conver- 
tible to a form which is generally accepted 
with respect to commercial and industrial 


1 Per letter dated 4/20/48 sent by Thomas C. 
Morrill, Deputy Superintendent, to me. 
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companies as presented in this summary: 


Income as of 12/31/48 4 ge Annual State- 
Disbursements as of 12/31/48 +} ment or General 
Assets as of 12/31/48 +} Ledger 


Non-ledger assets 12/31/47 +} 
Non-ledger assets 12/31/48 —f 


Assets not admitted 12/31/47 —| 
Assets not admitted 12/31/48 - 


Liabilities 12/31/47 a} 
Liabilities 12/31/48 +) 


Assets+ Disbursements +\Per Company State- 
Income —f mentor Trial Bal- 
ance Book 


An exhibit attached to this study will 
reflect in detail the special auditing pro- 
cedure required by the distinction of 
ledger assets, non-ledger assets, and by 
deducting the not admitted assets. The 
result is the total of admitted assets. 
More loose is the other side of the state- 
ment covering the liabilities, surplus, and 
other funds, because the amounts are 
chiefly estimates. This part of the state- 
ment falls in two groups as stated by W. B. 
Wiegand:? (1) those due to policy-holders 
(for losses incurred and for unearned 
premiums) and (2) those due to other 
individuals (capital accounts and surplus). 
The same principle is applicable to 
casualty insurance companies. 

“Ordinarily, the amount due policyholders 
for unpaid losses is a non-ledger liability, 
although there are a few insurance accountants 
who prefer to bring into ledger by a journal 
entry charging losses and crediting unpaid 
losses with the amount of estimated losses 
each month, and charging to the latter the 
payments made in settlement.” 


Wiegand states furthermore: 


“As the managers of loss departments are 
usually quite liberal in their estimates of what 
will be the ultimate, it is invariably necessary 
to make an adjustment of the excess of the 
estimated amount over the payment by a 
credit to losses and a charge to unpaid losses, 
which is in effect a partial reversal of the 


*W. B. Wiegand, “Fire Insurance Accounting,” 
Ronald Press, p. 52. 


original entries. While this method is more 
correct from an accounting standpoint, it 
entails considerable labor, since the ledger 
account must be analyzed to obtain for the 
disbursement statement the amounts of losses 
paid during the year.” 


In regard to adjustment expense, the same 
author states: 

“‘At the time unpaid losses are drawn off, 

the estimated expenses of investigation and 

adjustment, classified as to those on paid losses 


and those on unpaid losses, may be ascer- 
tained.” 


In some companies, the amount of the 
unearned premium reserve is brought into 
the general ledger by a journal entry 
charging surplus and crediting unearned 
premium reserve in the first year. There- 
fore, the new reserve at the end of each 
year is charged against the reserve of the 
previous year, and is credited to a new 
reserve account for the current year. The 
reserve for the previous year will show 
either a debit or a credit balance which is 
closed out to surplus. 

Liabilities, as mentioned before, are 
mostly unrecorded in the general ledger. 
In a similar way, capital paid up and unas- 
signed funds, which are both composing 
the surplus as regards policyholders, go 
unrecorded. Beside the balance sheet, the 
income and disbursements are requiring 
special attention. An important factor 
lies in the latter accounts and gives full 
effect to the re-insurance problem. In the 
income group, the gross premiums, less 
return premiums, are shown, and in the 
disbursements group, the gross losses paid, 
less salvage, are presented. Reinsurance 
is reflected on both sides of the picture. As 
income we will find reinsurance assumed, 
less reinsurance ceded. As disbursements, 
we will find losses on reinsurance assumed, 
less loss recoveries on reinsurance ceded. 
Another accounting problem is involved 
in presentation of premium income and 
losses by carried risks. Other income 
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(arising from investments as dividend 
or interest) (profit on sale of ledger assets) 
and disbursements (as investigation and 
adjustment of claims and miscellaneous) 
need no explanation on this point. Some 
special problems are involved in ‘‘com- 
mission”? recording. The opinion of The 
Department of Insurance of the State of 
Illinois is summarized “Convention state- 
ments for fire and casualty companies em- 
ploy a different method in accounting 
premiums. The miscellaneous blanks re- 
quire as an asset ‘premiums in the course 
of collection’ with an offsetting liability 
for commissions ‘due or to become due.’ 
The fire statement requires the reporting 
of agents’ balances. In neither instance, 
therefore, is there provision for showing 
as a net asset any amount in excess of the 
net premium. By net premium we mean 
gross premiums less the ‘commissions 
which may ultimately be payable.’ While 
we would have no objection to the plan 
of paying comissions as they are earned, 
that is, agreeing with your conclusion, 
that the method of making payment is a 
matter which concerns only the company 
and its agents, we could not agree to any 
method of accounting which resulted in a 
net value in excess of the net pre- 
mium.”’ 


asset 


Major Accounting Policies 
(Following Annual! Statement Form 3) 
Assets: Ledger Assets 

Book value of real estate owned by an 

insurance company on cost basis. . 
Mortgage loans on real estate repre- 
sented by first liens on improved city 
real estate (not more than 2% of the 
admitted assets or $10,000.00, which- 

ever is the greater). 

“ollateral loans in force. . Schedule C 
Bonds and stocks. Schedule D 
Bonds—A summary of the bonds showing whether U. S. 
Government, State, Province, Municipal, Public 
Utility, Railroad and Industrial Bonds are kept, 
under whose custody they are, valuation is made 
on amortized basis. The last available market 
quotation should be given. It is necessary to list 
those securities which are deposited with the States 
for purposes required by law and those securities 
__ deposited with other insurance companies as re- 


’ Carl A. Tiffany, Actuary of The Department of 
Insurance’s letter dated December 1, 1947 addressed to 
E, H. Smyth. 


Schedule A 


Schedule B 


quired in the regular course of business. In regard 
to investment portfolios, it is essential to know that 
no bonds in default as to either principal or interest 
may be purchased or acquired by loan or by hold. 
ing, as collateral security, no company shall invest 
more than 10% of its admitted assets in bonds or 
other obligations which are payable from revenues 
or earnings specifically shedend therefor of a 
municipally owned waterworks, plants, etc. Stocks 
held in portfolio met with the earning requirements 
of the Code. 

Cash in company’s office and deposits in trust com- 
panies and open banks (on interest and not on in- 

Premiums in course of collection representing 
ome due from policy holders, none of which 

as been owing the company for more than 90 days. 
Due from insurance companies representing 
amount due from other insurance companies for 
the handling of automobile fire and theft business 
written in that company. Premiums have to be 
shown by risks. 

Under Non-Ledger Assets: Interest accrued—the 
amount of interest already earned on mortgages, on 
collateral loans, on bonds, and on bank deposits, 
but not due the company until after balance sheet 
date. 

Deduct Assets Not Admitted: 

Furniture, equipment, and safes. 
Supplies, printed matter, stationery. 
Loans on personal security. 

Liabilities: Losses and claims—it is a reserve for losses, 
it is computed in accordance with the insurance 
laws of the various States and is considerably in 
excess of the company’s estimated liability on all 
losses incurred but unpaid on balance sheet date. 
The same applies to estimated expenses of investi- 
gation and adjustment of losses and claims. 

Reserve for unearned premiums includes the un- 
earned portion of premiums received prior to 
balance sheet date and for insurance extended 
beyond that date. 

Reserve for taxes is set aside for the payment of State 
taxes on premiums and other miscellaneous taxes. 
No liability for Federal income tax is carried as the 
parent corporation has a large tax credit. 

Reserve for dividends—dividend declared, but not 
payable until after balance sheet date. 

Reserve for other liabilities, this is to provide for the 
payment of amounts not yet due for miscellaneous 
operating expenses, agents’ commission. 

Policy reserve is a legal reserve required by law to 
guarantee that all policy obligations will be 
promptly met (imposed by the Code). 

Surplus and Other Funds: Capital paid up and un- 
assigned funds (latter known as surplus). 

Underwriting and Investment Exhibit: 


Premiums earned during year...... 
Less: Losses incurred dur- 
Loss adjustment 
incurred during year. 
Underwriting expenses. . 


$3 ,000 ,000 
$1,500,000 


150,000 
1,000,000 


2,650,000 
350,000 
50,000 
Total gains from underwriting and 


Underwriting losses and expenses. 


Gain from underwriting........... 
Gain from investments.............. 
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AUDIT OF BETTER PLANNING INSURANCE COMPANY 


Planning The Work 


Ouiline: Special Procedure for First Examination. 
Preparing a permanent file containing basic information 


for 
(1 


later audits. 

) Obtain copies of all important agreements and con- 
tracts. For example—Reinsurance policies, special 
arrangements with agencies, rating bureaus, op- 
erating agreements among affiliated companies, 
fidelity bonds. 


(2) Surplus—(Review analysis of prior years’ transac- 


tions) 


(3) Reserves—(Ascertain whether reserves are ade- 


quate) 


(4) Obtain and review Company’s Accounting 


Manual. (Company policy of operation) 


(5) Note any unusual accounting practices. 


(6) Obtain and check, or prepare a list of principal ac- 


counting records and forms maintained, by whom 
maintained, and sources of entries. 


(7) Obtain index of accounts, numbers and symbols. 
(8) Review Annual Statement prepared for the In- 


surance Department of the State pursuant to the 
laws, the licensing requirements and mandatory 
laws together with correspondence relative to all of 
them. 


(9) Obtain and review copy of the Annual Report to 


Stockholders. 


(10) Review general chart of organization as a whole 


and a detailed chart of accounting department. 


(11) Review working papers of the company. (See 


annex) 


2) Inspect Minutes. 
3) Review filing system, as peculiar to insurance 


companies (daily, loss jackets). 


14) Check agency service (appointments and cancella- 


tion of agencies). 


(15) Inspect policies and forms (correctness of form, 


i. 


understandability of various endorsements and 
riders). 


GENERAL AUDIT PROCEDURE 


Balance Sheet Items 

Cash 

(A) Bank accounts. Obtain and check summary of 
cash in banks. Review bank reconciliations. 
Check list of outstanding checks (claims ac- 
counts). 

(B) Cash funds—Obtain and check summary of cash 
funds. 

(C) Inspect bank confirmations. 

(D) Bank deposits and receipts. Check present pro- 
cedure. 

(E) Vouching receipts and disbursements. (For a 
selected period) 


. Securities 


(A) Inspection of securities (obtain confirmation 
from holders of securities deposited for safekeep- 
ing, pledged as collateral, or out for transfer). 

(B) V: antion of securities—check basis of valuation 
at which securities are carried. 


(C) Purchases and sales—Check cost of securities 


acquired during period and proceeds of securities 
sold. See authorization for purchases and sales. 


(D) Income from securities—Reconcile income re- 


ceived and accrued for period with balance in 
appropriate profit and loss, or accrual accounts. 
See that premium or discount is being amortized 
properly. 
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PREMIUMS IN COURSE OF COLLECTION 
Accounts Receivable 


Obtain and check list of receivables, compare 
ledger accounts with balance on lists. 

Note on lists, amounts paid since closing date. 
Segregate accounts between current and non- 
current. 

Examine composition of outstanding balance for 
old and disputed items. 

Reclassify credit balance under liabilities. 
Ascertain company’s general credit terms. 
Because commissions are payable to agents, be 
alert to the possibility of withholding collec- 
tions. 


Direct Communication with Debtor 

(A) Obtain statements of customer’s accounts in dupli- 
cate, if possible. 

(B) Stamp negative or positive-request on statements 

or enclose confirmation letter and mail statements 

to the clients. Enclose return stamped envelope ad- 

dressed to the Internal Auditor. 

Note differences reported by customers on dupli- 

cate copy; have company explain differences. 


G 


OTHER LEDGER ASSETS 
Reinsurance Company Deposits 


Check in detail the basis of deposits. Review corre- 

spondence with the Reinsurance Company. 
Salvage—(Handle it in a similar way as Inventory) 
Review subrogation claims. 


NON-LEDGER ASSETS 


Analyze accounts and review the basis of set-ups. 


LIABILITIES 

Losses and claims, including incurred but not reported. 
(Reconcile Annual Statement with International Busi- 
ness Machine Punch Cards for open items). 

Review carefully claims filed by customers. Check 
proof of loss statements. Ascertain from responsible 
officials pending cases and find out whether the 
provision for probable losses are sufficient. Select 
dockets and inspect them to insure that all liabilities 
are recorded 


ESTIMATED EXPENSES OF INVESTIGATION 
AND ADJUSTMENT OF LOSSES AND 
CLAIMS 


Prepare a breakdown of such type of expenses. Ascer- 
tain whether all expenses are included. 


ACCOUNTS PAYABLE AND ACCRUALS 


In this group all commissions, brokerage and other 
charges due to agents or brokers on policies effective 
on or after October 1st of current year must be 
checked. 

Obtain and check list of creditors. Scrutinize these ac- 
counts and investigate old items, balances not repre- 
sented by specific invoices and disputed items. 

Scrutinize vouchers, entered since Balance Sheet date 
and all unentered vouchers and invoices to be sure 
that no liabilities are unrecorded. 


TAXES 


Review Federal Income Tax Return. 
State Income Taxes—Review that the reserve is based 
on premiums, on insurance written. 
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RESERVE FOR UNEARNED PREMIUMS Proof of Loss statements are properly examined. 
Cover in your examination salvage and reinsurance 
sroblems and find out whether the system has loop- 
ore Include check of loss adjustment expenses, 
Check development of incurred liability losses. 


Ascertain whether the apportionments are proper. 


CAPITAL STOCK 
Obtain and check analysis of each class of Capital Stock. 


Unassigned funds (surplus) UNDERWRITING EXPENSES 
— increases and decreases in different surplus Review the system of recording of the Underwriting 

Expenses. 

UNDERWRITING AND INVESTMENT Investment exhibit has to be reviewed from all angles 
Profit & Loss Statement Audit which are considered neqenaney. 

Premiums—(Income) Classifications of risks, applica- A”mex 

tion of correct rates, allocation by States. Review the worksheet in regard to short rate cancella- 
Reconcile premiums earned and unearned. (Test writing tion, cost allocation, loss ratios, handling insurance 

and cancellations) under binder, journal entries, list of drafts. 
Losses—Check losses paid. Select items to see whether Check indemnity assumed ' IV. 


ANNUAL STATEMENT FOR THE YEAR 1948 OF THE 
BETTER PLANNING INSURANCE COMPANY 


Capital Stock 
Amount of capital paid up December 31, 
19 


Il. Income 
Gross premiums less return premiums 
Rein- Rein- 
E Direct surance surance Net 
writings premiums 
Auto liability. ......... $ 45,342.60 $ — $ 30,000.00 $ 15, 342.60 
Auto collision. . 937,653.02 5,000.00 — 942,653.02 
Miscellaneous auto 256, 939.60 2,365.10 254, 574.50 
$1, 844,883.02 $10,000. 00 $ 32,365.10 $1,822,517.92 
Gross interest on bonds less accrued interest on bonds 
III. Disbursements 
Gross losses paid less salvage 
Loss 
Losses 
Direct on rein- 
losses surance 
assumed surance pat 
ceded 
86, 521.30 2,179.56 84,341.74 
$ 448,649.13 $ — $ 12,679.56 435,969.57 
Investigation and adjustment of claims: ie 
Commissions less amount received on return premiums 
Salaries and all other compensation 82,613.71 


I, 


30 


Case Study in Auditing Procedure 


Taxes, licenses and fees: 


85 


Other state taxes including soc ial sec 1,249.30 
Federal taxes seine income) including social se- 
Legal expenses, $1,575.00; advertising, $i. oa 90; 
printing, stationery and supplies, $9,324.73..........:ceeececceeccceeceeees 12, 187.63 
875.00 
Gross loss on sale of bonds. 60000050000 2,865.20 
IV. Ledger A issets 
Deposits in trust COMPANIES... 12,500.00 
Non-Ledger Assets 
Other non-ledger assets: 
Deduct—Assets Not Admiited 
V. Liabilities, Surplus and Other Funds 
osses and claims: 
Commissions and other charges due to agents... 74,132.14 
Salaries, rents, expenses due OF ACCTUCC........csececccccccccccrecccsececscccesenscesseesens 11,540.6 
UNDERWRITING AND INVESTMENT EXHIBIT 
SHOWING THE SOURCES OF THE INCREASES AND DECREASES 
; IN SURPLUS DURING THE YEAR 
Premiums 
Total premiums per income statement. $1,822,517.92 
Add unearned premiums per December 31, $1,802,391 .33 
3,624, ,624,909.25 
Deduct unearned premiums per December 31, 1948.............0..00eeeees 2, 712,356.21 
Losses 
Add; 
Salvage and reinsurance recoverable December 31, 1947..............+.+- 9,610.27 
Liability for losses December 31, 1948... 403, "609.87 


9,189. 71 


| 
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Deduct: 
Liability for losses December 31, 1947. $307 ,218.92 
Salvage and reinsurance December 31, 1948... 6,317.20 313,536.12 


Loss Adjustment Expenses 


Loss adjustment expenses paid during the year. 46,043.02 

Add liability for loss adjustment expenses December 31, 1948... 32,406.73 

78,449.75 

Deduct liability for loss adjustment expenses December 31, 1947. 28,316.70 
Loss adjustment expenses incurred during the year.................. 50,133.05 


Underwriting Expenses 


Underwriting expenses paid during the year. . 
Add underwriting expenses unpaid December 31, 1948. 
397,125.26 
Deduct underwriting expenses unpaid December 31, 1947...... 132,160.17 
Underwriting expenses incurred during the year..................... 264, 965 .09 
61,801.31 
Investment Exhibit 
Interest received during year.... id 24,913.38 
Add accrued interest December 31, 1948.................... 3,317.60 
28, 230.98 
Deduct accrued interest December 31, 1947 ............. 2) 683.50 25,547.48 
84,483.59 
INCREASE IN SURPLUS DURING THE YEAR. $ 72,067. 59 
Per cent of losses incurred to premiums earned... 58.70% 
Per cent of loss adjustment expenses incurred to premiums earned................ 5.49 
Per cent of underwriting expenses incurred to premiums earned.................. 29.05 


BETTER PLANNING INSURANCE COMPANY 
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INTERRELATIONSHIPS IN GOVERN. 
MENTAL ACCOUNTING THEORY 


ROBERT M. JAMES 
Assistant Professor, University of North Carolina 


REQUENTLY the mistake is made of 
Fi ieee something as a result of con- 

sidering it as an isolated idea or ob- 
ject. To do so is to risk ignoring many, per- 
haps most of the important factors upon 
which a sound judgement should be based. 
A gasoline engine designed for an auto- 
mobile would hardly be as desirable for 
powering an airplane as an airplane engine 
even if the auto engine was more modern 
and superior in design. However, if each 
were considered purely on their merits as 
engines, the automobile engine would 
probably win out. In this case, ignoring 
the relationship between the engine and 
the object which it is to power could easily 
lead to a poor judgement. 

Since isolation may be hazardous, ex- 
ploration in quest of relationships between 
some of the concepts in governmental ac- 
counting would seem to be warranted. The 
range of this discussion will be limited to 
exploring the relationships between three 
important concepts in governmental ac- 
counting: fund accounting, accrual ac- 
counting, and budgetary accounting. A 
brief discussion of each of these concepts 
might be appropriate prior to exploring 
their interrelationships in order that they 
may be clearly understood by the reader. 
Once each of the three concepts has been 
discussed separately, we can turn to their 
interrelationships. 

In governmental accounting, a fund is 
composed of a group of related assets and 
equities. The relationship between the 
items in the grouping is the common pur- 
pose for which the assets are destined. The 
fact that many of the assets which govern- 
mental units come into possession of can 


and must be used for various specific pur- 
poses makes it desirable to administer, 
expend and receive as revenue the assets 
dedicated to one purpose separately from 
the assets dedicated to all others. This 
separation is accomplished by fund ac- 
counting. Of course, if the assets are to be 
segregated, then it also becomes necessary 
to segregate equities. 

In governmental accounting, accrual 
accounting’ has made it possible to record 
and thereby report on liabilities and other 
assets in addition to cash. This was felt to 
be desirable in order to make it possible to 
administer and control in a more satisfac- 
tory manner such items as permanent prop- 
erty, inventories, taxes and other receiv- 
ables and liabilities, particularly funded 
debt. Accrual accounting also made it pos- 
sible to determine the amount available 
for further appropriation and the extent 
to which previous appropriations remain 
unexpended and unencumbered. 

Budgetary accounting consists of two 
distinct phases. First, it is necessary: to 
formulate a suitable budget. Modern 
budgetary procedure includes a considera- 
tion of anticipated revenues as well as ap- 
propriations for expenditure. Therefore, 
budgetary formulation represents an at- 
tempt to set up goals for future financial 
transactions which are reasonably certain 
of attainment. Secondly, budgetary ac- 
counting must include procedures which 
will make it possible for the budget to 
direct and control actual financial trans- 

1 In this discussion, accrual accounting is to be used 
to include all bases of accounting except the cash basis. 
Therefore, the modified cash basis would be classified 


under accrual accounting as well as all of the various 
modifications of accrual accounting itself. 
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actions. This phase is designated as budg- 
etary execution. Execution rests upon a 
continuous comparison of each actual fi- 
nancial transaction beforeitisaccomplished 
with its budgetary counterpart. The use of 
budgetary accounts makes this compari- 
son automatic and almost inescapable. 
Also, due to the legal significance of the 
budgetary appropriations, budgetary con- 
trol is necessary to prevent illegal acts as 
well as to help coordinate governmental 
operations and make them more efficient. 

As a basis for discovering what relation- 
ships may exist between fund accounting, 
accrual accounting and budgetary ac- 
counting, let us turn to the common de- 
nominator of all three, the double entry 
scheme of bookkeeping. Not only do fund 
accounting, accrual accounting and budg- 
etary accounting owe their existence to 
double entry bookkeeping, but double 
entry bookkeeping is also indebted to 
them. Each makes use of the fiexibility of 
the double entry scheme of bookkeeping, 
and, thereby, increases the desirability of 
double entry bookkeeping. If double entry 
bookkeeping was not availed of by them, 
it would hold little if any added attraction 
over the more simple single entry book- 
keeping scheme. Fund accounting in- 
creases the value of double entry book- 
keeping by separating the accounts into 
groups which make it easier for the finan- 
cial reports to convey information about 
the various operations of a municipality 
without confusion. The accrual basis of 
accounting assists double entry bookkeep- 
ing in recording a greater proportion of 
financial transactions than would be sup- 
ported by the cash basis. The budgetary 
accounts provide for more dependable 
comparison of actual results with planned 
results and thereby aid double entry book- 
keeping in performing its control functions. 
Each of the three owes its feasibility to the 
flexibility of double entry bookkeeping, and 
double entry bookkeeping, in turn, prob- 


ably owes its adoption to the use made of 
its flexibility by them. 

Each of these three areas of change, fund 
accounting, accrual accounting, and budg- 
etary accounting have direct relation- 
ships as well as indirect ones by means of 
the common denominator, double entry 
bookkeeping (discussed above). Let us con- 
sider first, the direct relationships between 
fund accounting and the accrual basis. 
Fund accounting would be greatly handi- 
capped if it were restricted to a segregation 
of cash. Each fund would consist merely of 
cash and proprietary equity. The use of 
the accrual basis makes possible the segre- 
gation into a fund of other resources as 
well as cash and other equities besides pro- 
prietary equity. 

On the other hand, the accrual basis 
by means of its introduction of non-cash 
assets and equities would merely add to 
the confusion and probably make financial 
reports more misleading if no segregation 
into funds was accomplished. Instead of 
trying to separate out only the various 
types of proprietary equity in cash under 
the cash basis, accrual accounting made it 
necessary to try to separate out the equi- 
ties of creditors and proprietary equity in 
cash and non-cash assets. It is possible 
that if the only change in procedure had 
been the substitution of the accrual basis 
for the cash basis, the attempt by account- 
ing to contribute to the control functions 
of government would have broken down 
completely. Some additional procedure 
was required to segregate the accounts 
into properly related groups. This pro- 
cedure was fund accounting. Therefore, 
fund accounting depends upon the accrual 
basis to allow it to present a more com- 
plete picture, and the accrual basis de- 
pends upon fund accounting to separate 
its accounts into understandable, related 
groups. 

Let us consider next, the relationships 
between fund accounting and budgetary 
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procedures. Most governmental bodies 
appropriate anticipated resources rather 
than actual resources. This is due to the 
fact that taxes which are collected are used 
to meet expenditures of the current year 
rather than the succeeding year. If fund 
accounting is to account for the earmark- 
ing of resources for specified use, it must 
find a way to record the appropriations 
which specify the use. It must also find a 
way to record the anticipated revenue 
which is to be expended under the author- 
ization of the appropriation. Since these 
accounts are budgetary accounts, the 
ability of fund accounting to show acom- 
plete picture of a fund depends upon the 
inclusion of budgetary accounts. An in- 
terim fund balance sheet would look quite 
peculiar and be stripped of a great deal of 
its value if budgetary accounts such as ap- 
propriations and anticipated revenues were 
deleted. 

On the other hand, the use of funds 
makes the preparation and operation of a 
budget easier because it furnishes a pic- 
ture of a financial situation which is more 
easily comprehended. If it was necessary 
to try to prepare a budget from a consoli- 
dated? balance sheet, the task would be 
far more difficult since the amount of re- 
sources available for different types of ap- 
propriations would not be indicated any- 
where on the balance sheet. In order to 
authorize the expenditure of resources by 
means of an appropriation, the resources 
must be available. Also, in order to do so 
legally, the resources must belong to the 
governmental body and not be subject to 
the equity rights of creditors. It is much 
easier to determine the answers to these 


? The distinction between consolidated and combined 
balance sheets should be borne in mind at this point. 
Combined balance sheets merely gather the balance 
sheets of all funds in one place with perhaps a total of 
the various accounts. Consolidated balance sheets carry 
this one step further and present only the total after 
making eliminations of all inter-fund items. Therefore, 
combined balance sheets retain the fund concept and 
consolidated balance sheets do not. 


two questions from a fund balance sheet 
than it is from a consolidated balance 
sheet. The resources which are available 
for appropriations for general govern- 
mental activities are indicated in the gen- 
eral fund, as is the extent to which they 
have been already appropriated and the 
amount of governmental equity expressed 
as unappropriated surplus. Without seg- 
regation into funds the tasks of determin- 
ing the amount of resources available and 
the equity in those resources would be 
tremendous. 

Not only does fund accounting assist in 
the preparation of the budget, it also 
assists in budgetary operations. If a con- 
solidated balance sheet was used, the asso- 
ciation of appropriations with resources 
appropriated and the expenditure of these 
resources as well as the encumbrance of 
appropriations would be difficult to record. 
We have already seen how the incorpora- 
tion of budgetary accounts in the ledger 
improves comparison and control. If these 
accounts could not be included, or if they 
could not be properly related, control and 
comparison would become much more dif- 
ficult. Fund accounting depends upon 
budgetary accounts to provide a com- 
plete picture of resources, both realized 
and anticipated, and the equities in them 
of both the creditor and the governmental 
body with the latter divided into appro- 
priated and unappropriated surplus. Budg- 
etary procedure in its turn depends upon 
fund accounting to provide it with the in- 
formation required for budget prepara- 
tion, and the ability to make the compari- 
son necessary for adequate control. 

The last interrelationship to be consid- 
ered is that between accrual accounting 
and budgetary accounting. Budgetary pro- 
cedure is an attempt to plan all of the 
transactions in a future period in order to 
obtain the greatest amount of benefit from 
the tax dollar. If the budget is to be well 
considered and capable of performing its 
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tasks, it must consider more than cash 
transactions. For instance, it must con- 
sider the extent to which present cash bal- 
ances are already encumbered and, there- 
fore, incapable of providing future benefit. 
It must also consider the extent to which 
non-cash resources will be available for ex- 
penditure. The determination of answers 
to this type of question is made much 
more difficult when only cash records are 
kept, but becomes almost automatic when 
the accounts are kept on the accrual basis. 
The formation of a budget is bound to be 
more accurate and realistic when it is 
based on a more complete picture of fi- 
nances as a result of keeping the accounts 
on the accrual basis. The execution of the 
budget, once it has been formulated, be- 
comes more satisfactory if the accrual 
basis is used. Budgetary control can be 
more complete when a contract up for 
consideration can be considered in the 
light of unencumbered resources available 
to meet it out of an appropriation. Budg- 
etary control depends upon comparison 
of actual transactions with budgeted trans- 
actions. The comparison of non-cash trans- 
actions as well as cash transactions im- 
proves budgetary control. 

Accrual accounting is made more useful 
by budgetary procedure. The accrual basis 
of accounting permits us to record in addi- 
tion to cash transactions, many non-cash 
transactions. Accounting becomRes an in- 
strument of control when it is used as a 
means of comparing actual results with 
the desired budgeted results. Even if it 
was possible to convey the meaning of a 
financial statement to a blank wall, no 
control would be present because a blank 
wall has no ability to reach a judgment 
based upon comparison. The information 
which accrual accounting provides us 
with must be compared with what we have 
set up as desired results if we are to be able 
to exercise control. The existence of a 
budget means that these desired results 
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have been carefully considered and _ re- 
corded in an integrated plan. This makes 
comparison and control easier and thereby 
enhances the value and usefulness of ac- 
crualaccounting. Accrual accounting makes 
it possible to formulate and operate a 
more satisfactory budget because it can 
account for non-cash transactions and, 
therefore, present a more complete picture. 
On the other hand, budgetary procedure 
and budgetary accounts make it possible 
to compare the information reported by 
accrual accounting with the desired re- 
sults and, thereby, enhance the value of 
accrual accounting as a factor in control. 
It should be noted at this point that the 
classification of budgetary transactions 
and the classification of actual transactions 
must correspond if they are to be of use in 
control. 

Before leaving this discussion of the 
interrelationships of fund accounting, ac- 
crual accounting and budgetary account- 
ing, an analogy may perhaps serve to sum 
it up. Each of the three is like one of the 
three dimensions. If we were only allowed 
to use one of the three accounting concepts, 
its usefulness to accounting would be 
greatly restricted, just as life would be 
restricted if only one dimension was pos- 
sible. By adding another of the accounting 
concepts, a tremendously increased area 
of usefulness is created, just as adding a 
second dimension serves to broaden life. 
Another tremendous increase in usefulness 
is brought about by including the third, 
again, as is the case when the third dimen- 
sion is included. If any one of the dimen- 
sions is eliminated, a great deal of restric- 
tion results, and, likewise, if any one of 
the three concepts of accounting, fund ac- 
counting, accrual accounting, and budg- 
etary accounting is eliminated, a large 
portion of the capacity for control and, 
therefore, the usefulness of governmental 
accounting is eliminated. 

As a result of this discussion of interre- 
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lationships, perhaps we should re-examine 
various explanations which have been ad- 
vanced as to why each of the three con- 
cepts was adopted. Many of the reasons 
which have been advanced attempt to 
explain the adoption of the various con- 
cepts separately. These reasons are still of 
use in explaining why the concepts were 
adopted. They merely do not present the 
whole picture. The rest of the answer de- 
pends upon the interaction and interrela- 
tion of one with another. No one of the 
three probably would have reached its 
present point of development if either of 
the others, or a reasonable substitute for 
them had not simultaneously developed. 
As we have seen above, each depends upon 
the others for a part of its usefulness and 
justification. This means that answers ad- 
vanced in regard to each concept sepa- 
rately should be augmented by a state- 
ment that simultaneous development of 
any two of the concepts made further de- 


velopment in the third desirable inasmuch 
as the capacity to control could be stil] 
further increased by further development. 
Undoubtedly, development did not take 
place simultaneously or at an even pace 
in all cases. However, it cannot be denied 
that a development in one concept stimu- 
lated a development in the other concepts, 
and these, in turn, stimulated further de- 
velopment in the first ccncept. These 
chain reactions are still taking place, and 
will continue to do so as long as govern- 
mental accounting continues to advance. 

Of course, it should be pointed out that 
there are undoubtedly many more inter- 
relationships and concepts which fit into 
the pattern of governmental accounting. 
This discussion has been able to cover only 
three concepts and only a part of the rela- 
tionships between them. However, if the 
notion of interrelationship in governmental 
accounting has been grasped, the purpose 
of the discussion has been served. 
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PROBLEMS AND THEORIES OF 
TEACHING ELEMENTARY 
ACCOUNTING* 


J. M. CARRITHERS 
Assistant Professor, University of Illinois 


HERE Is involved in this subject, 
Trem and Theories of Teach- 

ing Elementary Accounting,” a great 
deal that has previously been analyzed 
critically by the men of the teaching pro- 
fession, a great deal that has resulted in 
controversies of ideas and methods, and 
also a great deal that lends itself to im- 
provement and further scrutiny in the 
interest of progress. It is apparent in first 
considering this matter that there are a 
vast number of pertinent factors to deal 
with and it becomes necessary to exercise 
a considerably amount of selectivity in 
treatment and presentation. 

One of the difficulties in discussing the 
teaching of elementary accounting arises 
from the fact that the first course in ac- 
counting at the college level is offered un- 
der varied circumstances. In some univer- 
sities it is offered to beginning freshmen as 
the first of a brief series of accounting 
courses required of all commerce students. 
The students take a minimum of three or 
four accounting courses and at a later 
time decide whether they wish to special- 
ize in accountancy. Those who specialize, 
usually with the objective of securing 
positions in public or private accounting, 
will complete as many as thirty-five to 
forty semester hours of accounting. Many 
of them will sit for the C.P.A. examination. 
In this situation, therefore, the class con- 
sists of a few students who have decided 
even at this early stage to concentrate in 
the accounting field, a few students who 
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have decided to specialize in other fields, 
and perhaps a majority of the class, who 
for the present, are undecided as to their 
future program. 

Another possible circumstance for the 
teaching of elementary accounting exists 
in colleges that offer this work only at the 
sophomore or perhaps the junior level. 
Again the students are a mixed group con- 
sisting of those who look forward to a se- 
ries of more advanced courses in account- 
ing and those who will take only a few 
additional accounting courses. 

These first two possibilities are descrip- 
tive in a general way of the position of 
elementary accounting in a college of 
commerce in a large university. To round 
out the picture, we also find the so-called 
“survey course” offered by these same 
colleges of commerce, usually at the junior 
level as a service to students in other col- 
leges of the university. The survey course 
is definitely a terminal course, and the 
purpose of the students is uniform in that 
they are interested in gaining a general 
knowledge of the subject with no thought 
of taking further work in the field. 

Another very important group of ele- 
mentary accounting courses is found in 
the small or medium-sized liberal arts col- 
lege. Here there is no specialization in ac- 
counting, and the student takes at most 
only two or three accounting courses. 
Usually the ocurse is offered at the sopho- 
more level and the students in the class 
have about the same objective to be at- 
tained by a study of accounting, namely, 
an understanding of the subject which, 
coupled with the rest of their program, 
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will give them a general, well-rounded 
liberal arts education. 

We find therefore that elementary ac- 
counting is being taught to students with 
considerable differences as to background, 
objectives, previous college training, and 
future intentions. Obviously the theories 
and problems of teaching accounting un- 
der these varied circumstances will differ 
somewhat, principally as to emphasis, 
content, approach, and technique. How- 
ever, with the possible exception of the 
survey course previously mentioned, I 
have the impression that the teaching of 
elementary accounting does not vary ma- 
terially among the different situations de- 
scribed. It speaks well, I believe, both for 
the universality of accounting and our 
underlying theory of teaching accounting 
that this is true. 

This is a good spot to dwell for a mo- 
ment on the future of the all-purpose ele- 
mentary accounting course which seems 
to be the only possible solution for the 
present curriculum resulting in a B.S. or 
B.A. degree. It is a possibility—or maybe 
it is just a surmise—that in the future 
some schools will offer a professional de- 
gree in accountancy. In that case, the 
same type of elementary course would 
serve those interested in a general business 
degree and a highly technical elementary 
course would be designed for those inter- 
ested in a professional accounting degree. 
This latter course would be offered on the 
same basis as the law schools offer courses 
in law, i.e., after two or three years of pre- 
liminary college work. 

This characteristic of adaptability in 
the teaching of elementary accounting is a 
result of a basic theory developed by the 
teachers who first designed and taught ac- 
counting at the college level. Basically a 
major part of the beginning course in ac- 
counting must consist of method, proce- 
dure, and an emphasis on the technique of 
keeping books and records. This is what 


we call bookkeeping, or the bookkeeping 
phase of accounting, and it is obvious that 
training in the ability to keep books is an 
essential part of any beginning course. Our 
first teachers were wise, however, in not 
permitting the first course to become 
solely a course designed to develop the 
students’ skill in bookkeeping. In addition 
they so designed and taught elementary 
accounting as to develop students who not 
only could perform the necessary proce- 
dures of bookkeeping but also had some 
understanding of the significance of what 
they were trying to accomplish. They 
were interested in teaching the students a 
way of thinking about business transac- 
tions along with the requisite procedures; 
understanding and interpretation coupled 
with skill and techniques; and the “know 
why”’ as well as the “know how.” 

This duality of purpose has been re- 
tained from the beginning. Inherent in 
this underlying theory is the major prob- 
lem for accounting teachers, namely, how 
much emphasis to place on learning how 
and how much emphasis to place on learn- 
ing why. No one will deny that we wish to 
teach both in some degree. The proof of 
our decision lies in the results. If our stu- 
dents have gained a certain ability to rea- 
son intelligently using business data and 
bookkeeping techniques, I believe our ef- 
forts have been worth while. If, however, 
our students have learned procedures 
principally by memorization we have 
failed. We have all had students who have 
told us that they could not solve the prob- 
lem on the examination because it was not 
like the one in the textbook. We have not 
been able to put across to those students a 
sufficient understanding of what is in- 
volved to enable them to adjust themselves 
to a different set of circumstances. 

On the other hand, we all know of stu- 
dents who for some reason fail to acquire 
any skill in the methods of bookkeeping. 
Their work is careless, disorderly, and in- 
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complete. They take short cuts without 
leaving any traces of their analysis. Here 
too we have failed if we have not taught a 
certain skill and method of organization 
to our beginning accounting students. 

The ability to exercise the nice judgment 
necessary to accomplish both objectives is 
the mark of a good teacher of elementary 
accounting. Some of our most brilliant 
accountants, I feel, have trouble teaching 
elementary accounting because they either 
do not or cannot appreciate the relative 
merits of procedure and understanding. 
On the other hand, some instructors are 
nothing more than drill masters of debit 
and credit. 

Because an elementary course is a mix- 
ture of method and reasoning about the 
method, it is fairly easy to adapt the course 
to any group of students. If the students 
are upper classmen it follows that we can 
emphasize reasoning more than in a fresh- 
man class. Also, if this is a terminal survey 
course, method is played down and a broad 
understanding is stressed more heavily. 

Many of our lesser problems in teaching 
elementary accounting stem from this 
main problem. What textbook to use, 
whether to have laboratory sections or 
quiz sections, whether to use a long prac- 
tice set, and so on, are examples. These 
problems should be answered in the light 
of the instructor’s judgment as to his abil- 
ity to impart sufficient training in proce- 
dure and at the same time develop the be- 
ginningsof thestudent’saccounting thought 
processes. If he feels one teaching method 
} is superior to another after testing it ac- 
| cording to these criteria, that is the method 
Fhe should use. The proof is again in the re- 
sults. How well trained or how deficient 
} are the students after they have completed 
| the elementary course? 


It is my belief that teachers of elemen- 
tary courses often fail in one or the other of 
two respects. First, they overemphasize 
drill in bookkeeping techniques, and fail 
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to introduce the student to accounting 
business reasoning. Second, they fail to 
hold the students to a reasonable standard 
of proficiency in bookkeeping techniques. 

In the latter case, one of the major con- 
tributions to the student’s development 
afforded by a study of accountancy is a 
certain orderliness of thinking and a cer- 
tain orderliness of expression. A premium 
is placed on accuracy, neatness, and sys- 
tematic organization of the student’s work. 
Sometimes, particularly in the case of fresh- 
men, the student sees these characteristics 
emphasized for the first time. This em- 
phasis is contrasted to the emphasis in 
what some of my students call “reading 
courses,” in which it is important to assim- 
ilate and understand situations and ideas 
in a fairly broad sense. In beginning ac- 
counting, students are marked down for 
errors in arithmetic and copying figures. 
They are graded on their ability to present 
neat, orderly statements and solutions to 
problems. In discussing teaching problems 
with instructors at the University of Illi- 
nois, I have discovered that there was a 
tendency on the part of some of the in- 
structors to overlook this phase of begin- 
ning accounting. In other words, all the 
class emphasis was on the correct answer 
and students were not being held to the 
proper standards of neatness and accuracy. 
As a result of our discussion more emphasis 
was placed on orderliness, and one in- 
structor even went so far as to penalize his 
students for below-standard neatness and 
accuracy on examinations. A develop- 
ment of these habits is of such value to 
the students that I feel we should not 
neglect stimulation in this direction. 

I should next like to deal with the sub- 
ject of the organization of the elementary 
accounting course. I have in mind herein a 
discussion of the teaching methods used 
in conducting the class. It should be 
pointed out that these methods will vary 
with each given situation and are affected 
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by such factors as objectives of the course, 
background of the students, varying ideas 
of the instructors in charge of the course, 
etc. I wish to include a typical organiza- 
tion based, quite naturally, on my expe- 
rience at the University of Illinois and as 
occasion permits I will touch upon some, 
but obviously not all, of the alternative 
teaching techniques. 

The beginning accounting course has 
as its framework the elementary account- 
ing textbook. Elementary textbooks are 
similar in that they all contain for the 
most part explanations of record-keeping 
procedures supported to some extent by 
reasons for these procedures. The explana- 
tions are further amplified by problem il- 
lustrations, and an opportunity is then 
afforded to the student to test his under- 
standing of the record-keeping procedures 
by answering related questions and solving 
related problems. Because of this neces- 
sary and basic development of the course it 
is impracticable to teach elementary ac- 
counting on a straight lecture basis. The 
student should first read and think through 
a certain textbook assignment. Then it 
becomes the first task of the instructor to 
present the assigned material in such a way 
as to strengthen further the explanation 
in the text. This may be accomplished by 
emphasis on the important phases of the 
material, perhaps a restatement of a cer- 
tain explanation, and an over-all organiza- 
tion of the pertinent facts. Second, the 
instructor should require the student to 
develop and express his own understanding 
of the material at hand by answering in 
class specific related questions. Tied in with 
this latter activity are also questions from 
class members and any resultant discus- 
sion by the class as a whole. The instructor 
must decide, on the basis of his judgment 
and experience, the extent and content of 
his presentation and the quantity and 
direction of the class discussion. 
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In connection with this subject I should 
like to mention a possible alternative that 
is used by some teachers. These teachers 
make their presentation and development 
of the assigned material before the stu- 


dents read the textbook, and not after. | 


wards as has been suggested above. With- 
out having tested this method, it seems to 
me that this would deprive the student of 
the valuable exercise of reading and think. 
ing through the text explanation of his 
own. The student would thereby miss out 
on some important training which might 
be of value to him in his further studies. 

It is inconceivable to imagine an ele- 
mentary accounting course in which con- 
siderable attention is not paid to the soly- 
ing of accounting problems. Here we find 
differences in method. Some schools have 
two different types of classes, one for dis- 
cussion of the text material and the other, 
called laboratories, for the solution and 
discussion of problems. Other schools re- 
quire the students to solve the problems 
outside of class. Each system has certain 
advantages and disadvantages. The lab- 
oratory system enables the instructor to 
do a much better job in teaching book- 
keeping techniques, in emphasizing neat- 
ness, accuracy, form and arrangement. 
Practice sets and more problem work can 
be required. However, the laboratory sys- 
tem also has a tendency to overemphasize 
the clerical side of accounting and also 
may encourage the students to depend on 
the laboratory instructor or their fellow 


students for answers they should be work- | 
ing out independently. Regardless of the | 


system used, problem work is basic and it 
is equally basic that the solution for each 
problem be gone over carefully and op- 
portunity given the students to find their 
mistakes and ask questions about them. 

Another teaching technique which we 
have found very useful is the unannounced 
short quiz. These quizzes should take up 
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only ten or fifteen minutes, preferably at 
the beginning of the class period, and 
should be discussed thoroughly after the 
students have handed in their papers. 
Eight to ten short quizzes can be given in 
the course of the semester and should enter 
into the final grade. There are two general 
types of short quizzes. One type covers 
material that has been assigned and read 
by the students but has not been discussed 
in class. The purpose of this type of quiz 
is two-fold. One purpose is to check on 
whether the student has prepared his 
lesson, and the second purpose is to assist 
him in his understanding of the subject 
material. The second type of short quiz 
is based on material that has been assigned 
and discussed in class; its main purpose is 
to point up more specifically more difficult 
or troublesome subject areas. Good use can 
be made of each type of short quiz in the 
elementary course. 

In concluding a discussion of course or- 
ganization it is necessary to devote some 
attention to formal examinations. Our 
course material is divided into three sec- 
tions and an hour examination covering 
each section is given at the conclusion 
thereof. In addition a three-hour final 
examination covering the entire semester’s 
work is required at the end of the semester. 
Many of us tend to look upon examina- 
tions primarily as grading devices and as 
tests of the student’s ability and progress. 
I believe we sometimes overlook two other 
important aspects of examinations. First, 
Ihave in mind that examinations are also 
a teaching device and I am of the opinion 
that, if they are carefully and soundly 
prepared, they will assist materially in 
developing the students’ understanding 
and reasoning ability. Also examinations 
are effective stimulants for the students to 
organize their knowledge in a complete 
manner. Although the examinations, of 
necessity, cannot cover extensively all the 
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material in the course the student has to 
be prepared thoroughly for any eventual- 
ity. 

We could spend considerable time on 
the subject of examinations for elementary 
accounting students. The typical exam- 
ination, if there is such a thing, consists of 
four or five fairly short unrelated problems 
dealing, for example, with transaction 
analysis, statement preparation, adjusting 
and closing entries, and including some 
computations, the preparation of a few 
journal entries or T-accounts, and pos- 
sibly financial statement presentation. 
These are the basic types of examination 
questions. There are two other general 
possibilities that are used to a lesser ex- 
tent. One is the short-answer-type ques- 
tion which requires a single word, a single 
sentence, or a short paragraph. The other 
is often called the objective-type question 
which includes the true-false question and 
the multiple-choice question. Personally I 
am somewhat skeptical of any extensive 
use of these two general types of question. 
The short-answer question generally tests 
the student’s memory of a definition or his 
grasp of an idea, but we are interested not 
only in the student’s knowledge of terms 
and ideas but also in his ability to use 
them in a business situation. The objec- 
tive-type questions can be criticized on the 
same basis, and in addition there is in- 
volved an element of chance selection. 
However, in certain areas, such as miscel- 
laneous books of original entry, financial 
statements, and account terminology and 
classification, a judicious use of these types 
of question is worth while. A greater cover- 
age of material can be gained thereby and 
there is also the advantage of some variety 
in examination content. 

The length of time required by the 
students for the examination should also 
be considered carefully. The examinations 
should be so designed that all or almost all 
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of the class can complete the examination 
within the scheduled time. Yet it is gen- 
erally undesirable to have certain stu- 
dents complete the entire examination in 
only half the allotted time. 

In summary, a well-considered plan and 
organization of the beginning accounting 
course is essential but it is equally impor- 
tant that the plan be made effective by 
good, conscientious, imaginative teaching. 
A well-conceived accounting course is suc- 
cessful only if the plan is carried out in a 
manner which achieves the desired results. 
This is somewhat analogous to the estab- 
lishment of an effective system of internal 
control in a business enterprise. The value 
of the system is measured not only by the 
merits of the system itself but also by the 
manner in which the system operates. 
This is certainly true of the elementary ac- 
counting course. Not only must it be de- 
signed with care but it must be made 
productive by careful operation. 

In discussing the organization of the 
elementary accounting course the use of 
elementary accounting textbooks was men- 
tioned and it was stated that basic to our 
plan for teaching the course were the ex- 
planations, questions, problems, etc., com- 
tained in the particular text in use. I 
should like to comment briefly on the sub- 
ject of the elementary accounting text and 
the theories underlying the presentation of 
material in the elementary text. We find 
that there has been considerable contro- 
versy and discussion among accounting 
teachers and authors over what is com- 
monly called the approach to accounting. 
We are all familiar with the traditional 
balance-sheet approach, which one author 
states is convenient for the teaching of 
mechanical details but can be criticized 
because it gives a false impression of ac- 
curacy, a false impression that assets show 
value, and a false impression as to the net 
worth of the business enterprise. Other 
“approaches” include the financial-state- 


ment approach, the cost approach, and 
income approach. These various methods 
of attack are designed to focus the sty. 
dent’s attention more on the _ business 
enterprise itself and to teach him a way of 
thinking about business transactions as 
well as procedure. An extensive treatment 
of the subject of how best to approach the 
first introduction of students to account- 
ing is beyond the scope of this paper. Much 
has been constructively accomplished in 
this direction. However, it seems to me 
that the importance of the approach may 
have been overemphasized. I have the 
feeling that we can use any one of the ap- 
proaches effectively to teach the students 
bookkeeping techniques and some measure 
of ability to reason soundly, using business 
and accounting data. The biggest obstacle 
in teaching accounting lies on the fact 
that, although we are dealing with a 
business enterprise and with business 
transactions, we are isolated in the class- 
room from business itself. The accumula- 
tion, classification, and interpretation of 
data have no meaning unless they can be 
related to business operation. Elementary 
students for the most part have had little 
or no experience in the business world. Of 
course we can’t hope to indoctrinate the 
students with an extensive understanding 
of business and the part accounting plays 
in the facilitation of the business operation, 
but we can give them an appreciation of 
the fact that accounting is a dynamic 
factor in the successful carrying out of 
business activities and not merely a course 
in mental and manual gymnastics that it is 
necessary to pass before graduation from 
college. This means that accounting edu- 
cation as a whole, starting with the ele- 
mentary accounting course, should exert 
every effort towards integration within it- 
self and also towards closer affinity with 
the business world. 

Another subject that has consistently 
received considerable attention among 


accol 
ants 
matt 
majo 
tion 

dent: 
and 

coher 
mass 
unde: 
be cl: 
expre 
the a 
critic 
espec 
accot 
stati 
of ou 
expre 
ing. 
ates | 
less t 
cult t 
one s 
blam 
numl 
affect 
ing c 
is not 
abilit 
if we 
in ou 
dents 
probl 
we sl 
mar, 

opini 
the v 
is rhe 
that 

he wi 
certa 
error: 
idea « 
stude 
some 
can 


Problems and Theories of Teaching Elementary Accounting 99 


accounting teachers, practicing account- 
ants and the businessmen in general is the 
matter of student expression. One of the 
major contributions of accounting educa- 
tion is the development among the stu- 
dents of the ability to classify, analyze, 
and present information concisely and 
coherently. The student is able to take a 
mass of business data and present it in an 
understandable, useful manner. This may 
be classified as one type of expression. In 
expressing himself in other ways, however, 
the accounting student has been severely 
criticized. Employers of our graduates and 
especially personnel managers of public 
accounting firms have gone on record as 
stating that one of the greatest deficiencies 
of our graduates is their lack of ability to 
express themselves either orally or in writ- 
ing. Undoubtedly this is also true of gradu- 
ates in other fields. Whether it is more or 
less true of accounting graduates is diffi- 
cult to say. It is also difficult to fix on any 
one segment of our educational system the 
blame for what is probably the result of a 
number of factors. How does this situation 
affect us as teachers of elementary account- 
ing courses? Of course, our major concern 
isnot in the development of the student’s 
ability to express himself. Nevertheless, 
if we insist on high standards of expression 
in our classwork, we can assist our stu- 
dents in overcoming this deficiency. In 
problem work, quizzes, and examinations 
we should require proper spelling, gram- 
mar, and punctuation. I am even of the 
opinion that it is a good idea to mark down 
the work of a student whose written work 
is rhetorically faulty. If the student knows 
that he is to be penalized for these errors 
he will develop better writing habits, and 
certainly there will be penalties for such 
errors in later life. Also I think it is a good 
idea on one or two short quizzes to ask the 
students to write briefly an explanation of 
some of the subject material. Emphasis 
can be placed not only on the correct 


answer but also on the way it was an- 
swered. These are minor items but impor- 
tant in the aggregate. The teacher of ele- 
mentary accounting can also assist in de- 
veloping the accounting student’s ability 
to express himself in another way. In class 
time devoted to the asking of questions by 
the instructor and by the students and in 
any resultant discussion the students are 
not only gaining a better understanding of 
the subject material but they are also gain- 
ing experience in oral expression. The in- 
structor can, by a conscious effort in the 
type of questions asked and in the manner 
in which the discussion is conducted, give 
the class valuable training in oral expres- 
sion. Furthermore, the instructor in main- 
taining for himself high standards of oral 
and written presentation will set an exam- 
ple for the students to follow. The example 
we set in this regard is more important 
than we sometimes realize. In the course 
of a semester’s work we are in direct con- 
tact with the students for a good many 
hours explaining, illustrating this point or 
that, developing a certain phase of the sub- 
ject, etc., and it stands to reason that the 
manner of our expression has a distinct 
effect upon the student. 

Elementary accounting is not a course 
primarily concerned with speaking and 
writing, but I believe we have an obligation 
because of our interest in the better over- 
all development of our students, to do 
whatever is possible toward correcting 
this generally accepted deficiency. 

In concluding my remarks I should like 
to comment briefly on another phase of the 
development of accounting that affects 
both accounting education and account- 
ing practice. While accounting from the 
historical point of view has developed from 
very early beginnings, the greatest progress 
has taken place in the last twenty years. 
As accountants we feel that we have now 
reached a certain maturity as a profession. 
As the same time, because our progress 
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has been so recent and so rapid, we have 
the tendency to feel a sense of inferiority 
as to our position among other professions 
in the business world and in educational 
circles. This situation is further evidenced 
by the attitude of non-accountants toward 
accounting. Unless they are well-informed, 
accounting to them is only a skillful, 
clerical operation that operates as a neces- 
sary business tool. They fail to see that 
accounting can be and should be an effec- 
tive part of business management. Tradi- 
tionally accounting has been segregated in 
the accounting department of a business 
enterprise and after certain business data 
have been compiled and classified in this 
department they are used by the other 
departments in the facilitation of their 
activities. I was interested recently in 
hearing the comments of the controller of a 
large manufacturing concern. He predicted 
that the accounting department personnel 
in the future will not be segregated but that 
accountants will be located in every de- 
partment—even in the operating depart- 
ments. In this way the accountants could 
not only accumulate and classify pertinent 
data but they also could make on-the-spot 
operating decisions based on these data. 
Because of their training they are best 
qualified to make the necessary decisions 
and they should function as part of the 
operating team. This is an example, I be- 
lieve, of a trend which accountants should 
foster. Accounting should become more 
and more a major part of business manage- 
ment and operation. 

In the practice of public accounting, ac- 
countants have established themselves as 
a useful, progressive factor of our economy. 
Even in this area, however, their abilities 
and potentialities have not been developed 
by the profession to the extent possible. 
In the areas of industrial accounting and 
managerial accounting, progress has been 
made and is being made in this direction. 
But accountants are handicapped by the 
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impression they create of being compilers 
of figures and not men of ideas, foresight, 
and constructive judgment. Why does this 
condition exist? One of the reasons lies jp 
the development of accounting first as a 
clerical skill and later into a more respon- 
sible business activity. Another reason js 
traceable to accountants themselves. Ac- 
countants need to concern themselves with 
public relations. It is not enough to permit 
our accomplishments to speak for them- 
selves. We must impress upon the other 
factors of society our capacities, our 
breadth of business understanding, and our 
utility. In other words, we have a selling 
job to do. We will always have need in ac- 
counting for men with ideas and vision, 
and in addition these men must be able to 
convey their ideas to others. In conveying 
ideas to others there is involved both tech- 
nical exposition—a practice wherein ac- 
countants are singularly adept—and also 
a persuasive appeal to the audience for 
adoption. In the persuasive field account- 
ants have been customarily weak. They 
would rather stand back and permit their 
arguments to stand or fall on their own 
merits. This, I believe, has been a mistake. 
We need to inject into our accounting 
reasoning and our presentation of account- 
ing ideas a measure of salesmanship or, 
perhaps, a measure of evangelism which, 
coupled with the logic of the facts, will 
convince others that we have the solutions 
for their problems. 

In accounting education we must be 
equally articulate in informing our stu- 
dents, our faculties, and the business world 
of our accomplishments and our capabil- 
ities. Accounting practice is a useful, pro- 
gressive, and fundamental segment of the 
business economy and accounting educa- 
tion should occupy a commensurately re- 
spected position in our education program. 
Teachers of accounting should be leaders 
in conveying ideas and information to 
others. In academic surroundings the op- 
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portunities are excellent for the develop- 
ment, formulation, and expression of ac- 
counting ideas and for the indoctrination 
of accounting students with the value and 
importance of accounting. 

The question may well be raised at this 
point as to the relationship between this 
broad, complex problem and the problems 
and theories of teaching elementary ac- 
counting. It seems to me that the best 
possible starting point for the task at hand 
in selling accounting is in the elementary 
course. Obviously, our selling approach 
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here must be fairly indirect but this only 
serves our purpose more effectively. Stu- 
dents shy away from direct preachments 
and too obvious attempts to persuade or 
convince. But as opportunity arises we 
can and should point out the value and 
utility of accounting. As many of us know 
who have been fortunate in learning our 
elementary accounting from certain fine 
teachers, there is no better salesman for 
the accounting field than an inspired, 
imaginative, progressive instructor of ele- 
mentary accounting. 
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THE TEACHERS’ CLINIC 


S. PAUL GARNER 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones, have developed 
devices and techniques for the presentation of certain of the knotty aspects of accounting, and it js 
felt that such suggestions might well be made available to the other members of the teaching profession 
through The Teachers’ Clinic. Accordingly, contributions are hereby invited. Please address all corre. 
spondence to S. Paul Garner, School of Commerce and Business Administration, University, Alabama, 


ELEMENTARY ACCOUNTING AND THE NON-ACCOUNTING 
MAJOR—A PROPOSAL 


FRANK S. KAULBACK, JR. 
University of Virginia 


The following remarks will not burst 
upon the reader with the disturbing sensa- 
tion of a novel idea. Course content has 
been discussed and debated ever since the 
beginning of formal education. Nor is the 
particular phase of this broad discussion 
which is presented here in any way new. 
The writer has often heard it considered, 
but he has seldom seen it in print. Perhaps 
it has been considered unworthy of print 
but that seems unlikely when one reflects 
on much of what actually does appear in 
print. At any rate the observations herein 
presented are offered for consideration, 
criticism, adoption, rejection, or pigeon- 
holing. 

The elementary course in accounting, 
as it is taught in most instances today, is 
specifically designed to provide a base 
upon which to build a structure of ac- 
counting knowledge. This base consists to 
some extent of the broad principles of ac- 
counting, but often, to a much larger ex- 
tent, of detailed methods of technique 
and procedure. Such a course forms a sat- 
isfactory basis for the student aiming at 
further work in the field. But, of what 
value is such a course to a student taking 
only one or two courses in accounting in 
order to satisfy his commerce or business 
administration degree requirements? Per- 
haps the answer cannot be categorically 
stated as “no value,” but it seems certain 


that the value of such courses to the non- 
accounting major could be greatly en- 
hanced by some modification of the sylla- 
bus. 

At the outset several questions are 
bound to arise concerning any changes in 
the elementary course. First, should the 
course be changed to offer the maximum 
utility to the non-accounting students? 
It has been the writer’s experience that 
sixty to eighty per cent of the first year ac- 
counting students are merely fulfilling re- 
quirements for a degree, and have no in- 
tention of taking additional accounting 
courses. If such is the case, the needs of 
so large a majority cannot be reasonably 
ignored. There may be, over the country, 
certain CPA “factories” whose sole func- 
tion is the production of a graduate de- 
signed to pass the state examination, to the 
exclusion of all else; the non-accounting 
student can look for no consideration 
there. But, it is assumed that most courses 
taught at the college or university level 
are designed to broaden the student's 
cultural insight, not simply his technical 
skill. The ACCOUNTING REVIEW does not 
seem to be the place to discuss the trade 
school type of education. Second, if it is 
deemed desirable to satisfy the needs of 
the majority of elementary accounting 
students, would it not be preferable to 
offer a separate course for the non-account- 
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ing group? Two reasons may be offered in 
opposition to this proposal. 

Students often have no intention of 
taking more than the minimum of ac- 
counting until they have completed the 
first year course. Thus, students taking 
the non-accounting major course fre- 
quently find an interest kindled which 
leads them on to the advanced accounting 
courses. Having started as non-accounting 
students they would have a background 
varying, in the second year, from the 
regular accounting students. This would 
necessitate some sort of adjustment in the 
second year. Because of this confusion, it 
would seem more satisfactory to have only 
one elementary course. Another reason 
against two beginning courses is merely 
that of wasteful duplication. Third, what 
changes could be made which would leave 
in the elementary course a good base for 
the later years in accounting and at the 
same time broaden the scope for the stu- 
dent taking only one year? The answer to 
this question may vary somewhat from 
school to school, but some, if not all, of the 
possible changes are examined in the re- 
mainder of this article. 

In considering this last question two as- 
pects seem important: (a) what should the 
non-accounting student learn in a single 
year of accounting work, and (b) what 
background is essential to further work on 
the part of the accounting major? Obvi- 
ously, those fundamentals which cannot be 
conveniently postponed for the accounting 
major must be included in the first year 
course even though they constitute super- 
fluous duplication for the accounting 
major. In this latter regard, however, it is 
quite common to introduce in the elemen- 
tary course topics which are further de- 
veloped in later courses. 

The elementary course, however taught, 
is not sufficient to make the student an ex- 
pert accountant. It does provide him with 
the basic mechanics of “recording, classi- 
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fying and summarizing’ the usual trans- 
actions of business. It does not provide 
him with an adequate basis for interpret- 
ing and analyzing the accountant’s work. 
It furnishes him with only the most vague 
intimations of the relationships between 
accounting and economics. It often omits 
any mention of consolidated statements, 
leaving the student at a disadvantage in 
comprehending the full import of such 
standard courses as finance or investments. 
To many, the answer to these omissions is 
the obvious, ‘You can’t get everything in 
one course.” Granting that the incorpo- 
ration in one course of the roots of many 
broad fields may lead to a meaningless 
hodge-podge, the writer still feels that get- 
ting lost in specialization is no less an evil 
than floundering in generalities. The back- 
bone of the first year course should be the 
transmittal of an understanding of the 
work of the accountant and the ability to 
interpret it. Because of accounting’s role 
as a tool, this understanding and interpre- 
tation must be in terms other than ac- 
counting. Thus, the interpretation must 
be in terms of economic significance, 
financial significance, marketing signifi- 
cance, etc. Clearly, to attempt the inclu- 
sion in one course of an exhaustive exam- 
ination of these considerations would re- 
sult only in frustration and failure. How- 
ever, by weeding out certain details of 
accounting procedure and by somewhat 
altering the emphasis placed upon other 
details, it is believed that a course syllabus 
can be constructed which will offer the 
non-accounting student and even the ac- 
counting major a substantially more 
beneficial discipline than is usually pre- 
sented. 

What are some of the details often found 
in the elementary course which contribute 
little or nothing to the general under- 
standing of the non-accounting student? 


1 Accounting Research Bulletin No. 9, May 1941. 
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A brief list might include: journals, con- 
trolling accounts, worksheets, closing the 
books, bills of exchange, voucher systems, 
departmental activities, much of manu- 
facturing accounting, much of notes re- 
ceivable discounted, installment sales, and 
consignments. How much of this prepara- 
tion cannot be conveniently deferred for 
the accounting major? Journals cannot be 
omitted, but complex special journals can 
well be left to the intermediate course. 
Controlling accounts can be briefly ex- 
plained and then left for full examination 
in intermediate or cost accounting. Work- 
sheets cannot be omitted in their entirety, 
though they might be shortened some- 
what. Closing the books must be consid- 
ered an essential to further accounting 
work. Bills of exchange can easily be post- 
poned to intermediate. Voucher systems 
are usually examined in cost accounting, 
so the postponement of their consideration 
would cause no difficulty. Departmental 
activities may be conveniently deferred. 
All of manufacturing other than invento- 
ries and cost of goods manufactured can be 
deferred to the cost accounting course. 
Only the meaning of notes receivable dis- 
counted need be retained in the elementary 
course. All details of recording such trans- 
actions could be left to intermediate. Con- 
signments and installment sales are as 
often found in later courses as in the ele- 
mentary, therefore their postponement 
would not be inconvenien‘. It would ap- 
pear, then, that many frequently included 
topics could be omitted. This would leave 
a simplified discussion of the rudiments of 
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bookkeeping followed by partnerships and 
corporation accounting. 

Upon completion of the usual exam. 
ination of corporations, partnerships, and 
the limited consideration of manufactur. 
ing noted above, the field of analysis could 
begin. From here on (beginning, perhaps, 
with comparative statements) cash, re- 
ceivables, inventories, fixed assets, liabili- 
ties (current and fixed), and net worth 
could be examined in the usual way but 
from the point of view of analytical sig- 
nificance or as parts of a whole, rather than 
as isolated, independent items. Next the 
analytical utility of ratios could be devel- 
oped. Finally, the transition of the com- 
parative statement into the statement of 
application of funds might well conclude 
the analytical discussions. Throughout 
these interpretive studies constant effort 
could be exerted to demonstrate the con- 
nection between and relative significance 
of accounting and economics, finance, 
marketing, etc. The concluding element 
of the course should be a brief examination 
of the consolidating statement process 
giving just a quick look at what happens 
to various accounts in the preparation of 
consolidated statements. 

If what has been said is sufficiently pro- 
vocative to engender further thought and 
discussion, its purpose will certainly have 
been served. The long prevailing trend 
toward breaking knowledge up into smaller 
and smaller bits and feeding it, undiluted, 
to vocation worshipping students may 
produce better technicians, but it also 
produces poorer men. 


Ins 
and te 
and h: 
many 
ing al 
writer 
regarc 
(who 
course 
some 
reduc! 
for ne 
these 
courst 
consic 


relate 
and 

math 
purp 
agair 
enter 


| 

| 
ing re 
haust 
out s¢ 
Ac 
have 
to th 
count 
matic 
whic 
is es 
ing c 
unit, 
unde 
and 
vanc 
TI 
in ac 
| an a 
does 
| does 


ELEMENTARY ACCOUNTING AND THE NON-ACCOUNTING 
MAJOR—A PROPOSAL 


JosepH E. LANE 
University of Alabama 


In studying accounting for several years, 
and teaching the subject for a few terms, 
and having discussed course content with 
many students and instructors in account- 
ing and in other commercial fields, the 
writer has formed certain conclusions in 
regard to the needs of commercial students 
(who are not accounting majors) which 
courses in accounting can best fulfill. As 
some schools of commerce are considering 
reducing accounting course requirements 
for non-majors, it is felt that a review of 
these needs is in order. As a revision of 
course content necessarily involves the 
consideration of many factors, the follow- 
ing remarks are not intended to be ex- 
haustive, but are merely meant to point 
out some of the needs of the students. 

A course in a college of commerce should 
have both vocational and cultural values 
to the student. In the cultural realm, ac- 
counting courses offer training in a mathe- 
matical form of reasoning and analysis in 
which the average student entering college 
is especially weak. In elementary account- 
ing courses he has the opportunity to cor- 
relate his ability to read and understand 
and his ability to reason. A course in 
mathematics should accomplish the same 
purpose; but by presenting the training 
against the background of the business 
enterprise and in terms of the monetary 
unit, the student is given a basis for the 
understanding of business organization 
and finance which he will study in the ad- 
vanced courses of his specialty. 

The student taking one or two courses 
in accounting does not, of course, become 
an accountant. In all too many cases, he 
does not know what an accountant is or 
does, even though he understands the 


bookkeeping system studied in the courses 
and has some understanding of the reason- 
ing applicable thereto, and has grasped 
the fundamentals of the working papers 
which the accountant prepares. But most 
students who enter the various fields of 
business will come into contact with audi- 
tors and public accountants, and the stu- 
dent of commerce should know what they 
are and what they do. A week spent in 
learning the meaning of the auditor’s re- 
port and what lies behind it would be of 
great value to any student of commerce. 
Similarly, a short period spent in studying 
the basic concepts of cost accounting and 
its relationship to management would be 
of value. In each case, of course, only the 
broader aspects of the subject would be 
considered. 

Few commerce students will escape tax- 
ation by governmental units, yet many of 
these young people graduate without 
learning how to prepare the simplest tax 
return. An introductory study of tax regu- 
lations and preparation of returns would 
be great benefit to any student. A period 
used to indicate the importance of tax 
planning for both the individual and the 
business unit also would be in order. 

The student in his first courses in ac- 
counting prepares simple accounting state- 
ments, but when he looks at published 
statements of most concerns, he has 
almost as much difficulty in interpreting 
them as one who has not studied account- 
ing; in some cases, he misinterprets be- 
cause of the elementary nature of his study 
of statements made necessary by the lack 
of detail in the beginning course. A few 
weeks spent in studying statement analysis 
would help the student to overcome this 
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deficiency in his training; published state- 
ments of many corporations are available 
for such study at no cost. 

In many instances the student does not 
appreciate the relationship between ac- 
counting and other business fields. An 
understanding of what the accountant does 
and some knowledge of taxation, state- 
ment analysis, and cost accounts would 
help to improve this situation. A few 
periods spent in analyzing the relation of 
accounting to economics, finance, man- 
agement, marketing, and other fields 
would be desirable. 

One proposal which seems to merit 
consideration is to offer a course in ac- 
counting covering in survey fashion the 
above topics (and others as desirable), and 
therein give the student a broad picture of 
the entire field of accounting. Such a 
course would follow the present introduc- 
tory course dealing with accounting funda- 
mentals and would be of value to the ac- 
counting major as well as to the non- 
major, as it would help the major better 
to understand his field at an early date in 
his training. It would also help students 
who are in doubt as to their special interest 
to determine if they should specialize in 
accounting. 
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Should such a proposal be adopted, how 
would it affect the present content of the 
elementary course in accounting? The 
beginning course should provide a founda- 
tion upon which a broad, semi-technical 
study of the field of accounting may be 
based. It should therefore include as much 
detail as is compatible with the major ob- 
jective of presenting the broad principles 
of accounting in the time available. The 
more work the student can do in respect 
to special problems of accounting, the 
better will he be able to grasp the broader 
implications of the accountant’s duties. 
This is essentially the program of the 
elementary course in accounting as now 
presented, and while it is recognized that 
certain changes may be desirable (though 
it is difficult to agree on specific changes 
to be made), the present accounting cur- 
riculum appears to fill the basic needs. 

The change that should be made, there- 
fore, appears to be not the reduction of 
accounting for the non-accounting major, 
but the addition of a course such as that 
outlined above to prepare the student for 
the problems and situations which he will 
meet upon graduation. This program will | 
serve the needs of the accounting major as | 


well as those of the non-major. 


THE COURSE IN ACCOUNTING THEORY 
PAUL KIRCHER 
University of Chicago 


The course in Accounting Theory occu- 
pies an unusual position in the business 
curriculum. The instructor has opportuni- 
ties beyond those found in most account- 
ing courses. He can attempt any or all of 
the following: 

(a) to study the historical progress of account- 

ing, 

(b) to relate accounting to current economic 

thought, 

(c) to test present accounting procedures 


through a survey of business needs and re- 
quirements, 

and, perhaps most important of all, to 
train and encourage students to reach the 
border-line of current research in some 
narrow aspect of the field, either for gen- | 
eral theory or for some specific procedure 
in accounting. 


(d) 


Thus the instructor can help students to 
understand that a good accountant must 
be something more than an automaton 
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who can quickly give accepted reactions 
to problems of the conventional sort. In 
this process the instructor has an oppor- 
tunity to experiment with new methods 
for achieving student-instructor coopera- 
tion. 

All this is rather a large order. As in 
other courses, the instructor in theory 
faces the fact that there is not time for all 
that he would like to do. The usual pro- 
cedure is to cut the cloth to fit—an in- 
structor examines the available material 
and selects no more than he considers a 
reasonable student load for one quarter or 
semester. 

For the course in theory outlined below 
the instructor decided to follow a different 
approach. The program was based upon 
the idea that, whether presented in the 
course or not, a certain body of valuable 
material existed (an area with rather in- 
definite limits, since it merged with law, 
economics, corporate finance, managerial 
procedures, etc.). An attempt was made 
to gather a representative selection of the 
material which seemed significant in view 
of the stated objectives of the course, 
without regard to the length of time it 
should take a student to cover such ma- 
terial. 

The subject was presented to the class 
by means of an annotated bibliography 
which was arbitrarily classified under 
several broad topic headings. By means 
of this approach the student was con- 
fronted at the start with the fact that a 
multitude of problems, suggested solu- 
tions, etc., existed, whether or not an 
understanding of the various ideas and 
situations could be obtained in the time 
allotted. 

Once an instructor has reconciled him- 
self to the fact that he cannot cover all 
the field in the available time he is free to 
attempt to achieve other objectives. To 
achieve these in this course the student 
was requested to study a few specific cases 
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where accounting problems were at issue 
and to choose one as the subject of an 
article of a type suitable for publication. 

This procedure placed the student under 

several pressures similar to those faced by 
anyone seeking publication: 

(a) he must canvass some limited field thor- 
oughly, 

(b) he must drive himself to cross the “border- 
line” described above and to achieve 
something new, 

(c) he must refine his ideas through several 
restatements until he achieves a reason- 
ably precise presentation. 


Several benefits can result from this 
requirement. The student gains confidence 
through achievement of some competence, 
even though the area is strictly limited. 
He experiences discovery, even though his 
ideas may be somewhat impractical. 
Students discuss the articles in class and 
since fellow students usually learn to spot 
imperfections in a hurry when not over- 
awed by the feeling that they are criti- 
cizing an “authority,” any over-optimism 
is soon quenched. This in turn soon leads 
to the ability and desire, always latent in 
students, to criticize the “‘authorities”’ also. 
To encourage this, the instructor gives no 
final examination, so there is no body of 
prejudices which the students must learn 
and parrot. 

A course such as the one described is 
always in process of change. When given 
in the summer of 1949 emphasis was laid 
on a series of lectures which followed the 
basic pattern of the course outline. These 
were: 


Discussion Leaders and Topics 


Leo Schmidt, University of Michigan 
“Logic in Accounting” 
A. C. Littleton, University of Illinois 
“The Ethical Basis of Accounting Principles” 
Wiiliam Blackie, Vice President, Caterpillar 
Tractor Company 
“Administrative Accounting” 
Richard Claire, Arthur Andersen and Com- 
pany, Chicago 
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“The Social Significance of the Public Ac- 
countant’s Work” 
Willard J. Graham, University of Chicago 
“Accounting and Periods of Price Change”’ 
William J. Vatter, University of Chicago 
“The Fund Theory of Accounting” 


(Incidentally, Professor Schmidt’s address 
was published in the November, 1949 
issue of the Journal of Accountancy. Most 
of the others were not prepared for publi- 
cation.) 

In the winter quarter, 1950, there was 
more emphasis on the suggested readings 
(See Outline below). For the next offering 
it is the instructor’s intention to suggest 
increased work on case studies of local 
firms, law cases, tax cases and unusual 
situations described in annual reports. To 
some extent this is prompted by the fact 
that organization of the reading selections 
has progressed to the point where the 
faculty has decided to incorporate por- 
tions of many of them in the third quarter 
course of the first year in accounting. 
Hereafter, students will come to the theory 
course with a more extensive theoretical 
background. 

In general, both faculty and student 
reaction to this course has been favorable. 
The major problem arises from the teach- 
ing method. Because of the broad objec- 
tives, the permissive technique is used. As 
a rough measure, the instructor should 
talk for less than 25% of the class period. 
He should not ask leading questions. (See 
Outline for description.) First meetings 
are invariably difficult until the novelty 
of the permissive method wears off. Stu- 
dents are reluctant to accept the responsi- 
bility for leading the discussion without 
any prompting whatever. Part of the pur- 
pose of the mimeographed outline, which 
was distributed in advance, was to prepare 
the students psychologically for the some- 
what new teacher-student relationship. 

Several students have expressed the fear 
that the results would be a glorified bull- 
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session, but later admitted that the class 
learned to police itself to a necessary de- 
gree. Moreover, although no specific pro- 
gram of subjects was followed, students 
were agreeably surprised by the extent of 
coverage which eventually resulted. 

On the other hand there is certainly a 
great deal of waste motion. Whether there 
is more lost time than exists in the typical 
class session, in which only the instructor 
and a few students may be working, is 
open to question. Students also are frus- 
trated by the mass of material which they 
hear about but cannot cover, and they 
have considerable difficulty in choosing a 
subject for research. 

Perhaps worst of all from the ordinary 
point of view is the fact that, since they 
have almost no compulsion, students tend 
to slight work in this class in favor of 
others where the instructors’ demands are 
more exacting. For an instructor to accept 
this secondary position requires consider- 
able faith in the view of the psychology of 
learning expressed by Cantor, Rogers, and 
more recently in the best-seller by Over- 
street, The Mature Mind. 

In brief, this view holds that the only 
learning of any lasting importance is the 
change made in the mental processes of the 
student. Long ago psychiatrists abandoned 
directive attempts to alter the mental 
state of patients in favor of the well- 
known permissive (“lie on the couch and 
talk’’) techniques. But briefly and crudely, 
this course attempts a similar psychologi- 
cal approach. The student is encouraged 
to take the initiative. He is not left com- 
pletely free, but guidance appears only 
from the group, without compulsion by the 
instructor. As opposed to some notorious 
types of progressive education, he is con- 
tinually disciplined by the disapproval of 
his classmates when he grows over asset- 
tive and he is tempered somewhat by 4 
growing realization of the difficulty of 
achieving true research—of stating in an 
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article something which has not been re- 
peated yearly in the magazines. The writer 
believes that although enthusiasts may be 
wrong in stating that all courses should be 
taught this way, institutions of higher 
learning should give students an oppor- 
tunity to experience this kind of learning 
in the hope that it will help train them to 
continue their studies on their own after 
they graduate. 

Student research in the course varies so 
widely that it is impossible to choose any 
as typical. One started with the intention 
of investigating bond discount, mentioned 
in class an acquaintance who worked for 
a company that was introducing ‘“ac- 
celerated” depreciation, switched to that 
subject, and ended with an excellent in- 
vestigation of the possibility of measuring 
depreciation by a calculation of the use- 
values indicated by sales revenue. Another 
entered the course with a half-completed 
research project in cost analysis and spent 
the entire quarter attempting to formulate 
an adequate explanation of his purpose 
and a first approximation of results. At 
the end he had learned a great deal about 
the problems covered by the old expres- 
sion—‘‘can’t see the wood for the trees.” 
One spent his time investigating the data 
on technological obsolescence; another the 
logical bases of research in the Social 
Sciences, with emphasis on Weber’s dic- 
tum that we cannot have proofs as in 
scientific subjects, but only achieve “‘pref- 
erence statements.” 

In spite of this divergence the class is 
hot a research seminar. The major portion 
of the time has been spent in discussion 
of general concepts, those found basic to 
the investigations as well as those en- 
countered in the reading. 

It has never been necessary for the in- 
structor to simulate personal interest in 
these ideas; in almost every case the stu- 
dent achieves something that is novel. 
Even when the ideas seem somewhat out- 
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landish they force the instructor to re- 
examine the basis for his own beliefs. 

A course of this nature offers oppor- 
tunity for considerable experimentation. 
In one quarter a “suggested minimum 
reading list” was given out; at the end of 
that quarter the students voted it un- 
necessary. In one quarter visiting authori- 
ties gave formal lectures; in another they 
sat as members of the class. The writer 
would welcome suggestions from anyone 
interested in accounting theory as to other 
procedures which might be adopted. 

In many schools the course in theory has 
been somewhat a step-child. The foregoing 
is a description of an attempt to develop 
a theory course worthy of a place in the 
curriculum of any business school. 


ACCOUNTING THEORY 
Outline 


The School of Business offers Advanced Ac- 
counting Theory for students who are interested 
in the fundamental nature and purpose of ac- 
counting in our society. Substantial education in 
accounting, finance or economics, and willingness 
to do independent work are prerequisites for ad- 
mission. 

The area which accounting serves today is ex- 
tremely broad and diversified. It is impossible to 
investigate all of this area both quickly and thor- 
oughly. In addition, advanced students have 
different interests which they should begin to 
pursue. To meet this diversified need the class 
will employ the permissive technique. For an 
understanding of this method, see N. Cantor, 
Dynamics of Learning, and Carl Rogers, Counsel- 
ing and Psychotherapy. 

In general, the program will be as follows: The 
instructor has prepared outlines, bibliography and 
other material for purposes of orientation. He will 
deliver no lectures unless the class requests formal 
presentation of particular topics. Students share 
the responsibility for determining what degree of 
emphasis they wish to give to each topic within 
the time available. The class will discuss problems 
encountered by both students and the instructor, 
as they attempt to advance their understanding 
in the field. Students may find it helpful to study 
in groups of four or five so that issues can be 
recognized and sharpened before the general 
meetings. 
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Using the general discussion as a background, 
each student will devote a major portion of his 
time to a searching examination of a topic or 
topics of his own choice. Here he should endeavor 
to experience scholarly effort as a forerunner of 
independent activity in the future. 

The most important assignment is the prepa- 
ration of a formal article, designed for magazine 
publication. Each student should discuss the 
choice of a subject with the class during the first 
few weeks, and present the results of his study to 
the group for criticism later in the quarter. 


TOPIC OUTLINE 


(Sample sources indicated in parentheses by 
author. Further data and other sources are 
in the Syllabus issued to each student.) 


A. Why We Have Accounting: 


1. Historical Progress in Record Keeping Tech- 
niques as Economic System Developed: 
(Littleton, Peragallo, Paciolo). 
2. Modern Accounting Requirements—Broadly 
expressed—(Gilman). 
For: (a) Management (Blackie, Dewing, 
N.A.C.A., Hoover Report, Hart, Kohler 
on T.V.A., Morey); (b) Jnvestors 
(Broker’s Publications, Hennessy); (c) 
Theorists, Economists (Fisher, Canning, 
Kuznets, Keynes, Weston, Adam Smith, 
Ricardo); (d) Employees (Union Publica- 
tions, Derry); (e) Professional Account- 
ants (Werntz, Contemporary Accounting; 
May, Business Income Study); (f) Credit 
(Foulke); (g) (Kehl, Ballantine, 
Berle); (h) Tax (Lasser); (i) Government 
Policy Formulation (Hawerth, Fried- 
man). 


B. Why We Have Accounting Theory: 


1. Accounting as a Logical Structure 
(Korzybski, M. Cohen, Leo Schmidt, 
Husband, Mackenzie). 

2. Accounting Principles Developed from an 
Ethical Basis: 

(Aristotle, Carey, Stead, Littleton, De 
Paula, McKesson and Robbins case). 


C. Accounting Theories Extant: 


1. General Formulations: Standards, Concepts, 
and Principles. 

(a) Paton and Littleton, (b) Miller ef al., 

AAA Statement—Kohler, (c) AIA Bulle- 

tins, Journal of Accountancy, (d) Bray, 

(e) Appraisal (MacNeal), (f) Gilman, 


(g) Canning, (h) May, (i) Sanders, (j) 
Copeland. 
2. Accountability: 
(a) Proprietorship (Sprague) ; (b) Entity, 
(Paton, Moonitz); (c) Fund Theory 
(Vatter), Function (Hoover report), — 
3. The Measuring Unit and the Shifting Price 
Level: 
(a) History of Money (Angell), (b) 
Common Dollars, Current Cost, Index 
Numbers (Sweeney, Graham, Jones, 
Paton, Voorhees Steel Testimony, Dean, 
Moonitz, Broad). 


D. How Accounting Theory is Applied: 


1. Measurement of Change in Economic Power: 
T ype. 
(a) Classification of Items, Individual 
Significance vs. Uniformity (AIA Bulle- 
tins; Standard Systems: Utilities, Rail- 
road, Trade Associations; SEC; Texts: 
(b) Cost Transfers (NACA Bulletins, 
Cost Accountants’ Handbook, Marx, 
Harris), (c) Non-Profit Conversions—e.g. 
Receivables into Cash, Statement of 
Funds (Vatter), etc. 
2. Measurement of Change in Economic Power: 
Amount. 
(a) Cost Basis, Charge and Discharge 
(Kester, Finney, Kohler, Gilman, Borth); 
(b) Cost and Value, Departures from 
Value (Graham, Dohr, MacNeal); (c) 
Revenue Valuation (Handbook). 
3. Measurement of Change in Economic Power: 
Time. 
(a) The Period, Assignment of Cost- 
Expense to Revenue (Handbook, Gil- 
man, Mason), (b) Gains, Losses, Unusual 
Items—Surplus Changes (AIA, Paton— 
Advanced Accounting; AAA, Statement 
of Principles; SEC Analysis of Surplus 
Changes) 


E. Student Articles. 


F. Cases: About one hundred questions have been 
prepared, each citing several actual occui- 
rences of the problem, drawn from law and tax 
cases, annual reports, field-work. : 
References: Students interested in this subject 
are advised to start building a reference library 
of their own. It will be helpful to have access 
to the following: 

Journal of Accountancy, at least 1946-1950 
AccouNnTING REVIEW, 1946-1950 
Paton and Littleton, Introduction to Cor- 
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porate Accounting Standards (published 
by AAA) 

Bulletins on Accounting Procedure, American 
Institute of Accountants 

Statement of Principles, AAA (in January 
1949 ACCOUNTING REVIEW) 

William Vatter, Fund Theory of Accounting 
(University of Chicago) 

Paton, Accountants’ Handbook 

G. O. May, Business Income (AIA, 1949) 

Some Other References: 

Contemporary Accounting (AIA) 

Stephen Gilman, Accounting Concepts of 
Profit 

Hoover Report, Budgeting and Accounting 
and Task Force Report, Appendix F (35¢, 
25¢ Superintendent of Documents, 
Washington) 

William Paton, Advanced Accounting 

Bray and Sheasby, Design of Accounts 

Canning, The Economics of Accountancy 

George May, Financial Accounting 

John Carey, Ethics of the Public Accounting 
Profession 

Corporate Profits, Hearings before Joint 
Committee on The Economic Report, 
80th Congress, Second Session. 


Maurice Moonitz, The Entity Theory of 
Consolidated Statements 
Harry Norris, Accounting Theory 
J. M. Yang, Goodwill and other Intangibles 
Kenneth MacNeal. Truth in Accounting 
Donal Kehl, Corporate Dividends 
Magazine Articles: 
Bailey, “Increasing Significance of the In- 
come Statement” 
De Paula, ‘‘Accounting Principles” 
Hatfield, “An Historical Defense of Book- 
keeping” 
Garner, “Historical Development of Cost 
Accounting” 
Dohr, “Cost and Value,” ‘““New English 
Companies Act” 
Hart, “The Management of Figures” 
Kohler, ‘Accounting Requirements of 
the T.V.A.” 
Weston, “Profit as Payment for the Func- 
tion of Uncertainty-Bearing” 
Graham, ‘‘Changing Price Levels and the 
Determination, Reporting and Inter- 
pretation of Income” 
Jones, “Effect of Inflation on Capital and 
Profits” 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HENRY T. CHAMBERLAIN 


HE FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 
can Institute of Accountants and were presented as the first half of the November 
1950 C. P. A. Examination in accounting. practice. The candidates were required 
to solve any five problems. The time allowed was four and a half hours. Each problem 
was given a weight of 10 points. 
A suggested time schedule is given below: 


Problem 1 50 minutes 
Problem 2 45 minutes 
Problem 3 60 minutes 
Problem 4 60 minutes 
Problem 5 15 minutes 
Problem 6 15 minutes 


No. 1 


The following questions concern federal income taxes. No reasons need be given to 


support your answer. Your grade will be based entirely on the number of correct 
answers you submit. 


a. Reed, age 40, lived with his wife Helen, age 38, his two children, John, age 16, and James, age 21, and his wife’ 
mother, Jane, who died in her sixty eighth 3 year on January 15, 1949. Helen , John, James and Jane received more 
than half of their support from Reed and, with the exception of James who earned $550 during the summer vaca- 
tion, they had no other income. 

Re — who reports on the cash basis, received the following income in 1949: 
Third annual installment on an annuity which he purchased in 1939 at a cost of $20,000. $1,000 
Gain from sale of his interest in a partnership which he entered into in 1944............ 5,000 
Gain resulting from failure of Jones to exercise an option given by Reed on +g 1, 1949 in 


connection with the sale of Reed’s residence, the option expiring on October 15, 1949.......... 500 
Interest received on refund of federal income taxes paid for 1948...................04. 500 
Proceeds from 20-year endowment policy on life of Reed. Premiums paid thereon amounted to 

Reed paid the fo llowing amounts in 1949: 

Fee for preparation of federal income-tax return....... 100 
Fine for violation of a traffic regulation while driving his car on a. business trip for his employ er. 10 
Federal stamp tax on securities purchased. .... . 20 
Penalty paid for late filing of 1947 federal income-tax return....................--. 60 


Reed stated that he donated 10 shares of X Corporation stock, which cost him $500, to a charitable organiza- 
tion on July 1, 1949, at which date the stock had a fair market ‘value of $600. 
Based on the preceding information, you are to answer the following questions concerning Reed’s federal 
income-tax return for 1949. Use the answer sheet provided or write down the numbers in a column and 
—_ each number write the answer. No reasons need be given to support your answer. 
What is the amount of income to be reported from the annuity? 
2. Is the gain from the sale of the partnership interest treated as: (a) ordinary income, (b) a long-term capital 
gain, (c) some other way? 
3. Is the gain from the option: (a) Ordinary income, (b) a short-term capital gain, (c) a long-term capital gain, 
(d) not taxable? 
. Is the interest received on the refund of federal income taxes to be included in 1949 income? (a) Yes, (b) No. 
. What portion of the proceeds from the endowment policy is taxable? 
To what amount is Reed entitled as a deduction for contributions in connection with the stock donated? 
_ Of the amounts paid in 1949 which of the following are deductible: (a) preparation of return, (b) fine, (c) fed- 
eral stamp taxes, (d) penalty? 
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b, On January 1, 1949, X Corporation and Y Corporation were merged, solely for corporate business reasons, into 
Z Corporation in what constituted a tax-free reorganization under Sec. 112(g)(1)(A) of the Internal Revenue 
Code. The assets of X, which were transferred to Z, included a building which was bought on January 1, 1921 
at a cost of $100,000 (exclusive of land) and which had a fair market value of $5,000 on the date of the merger. 
The assets of Y, which were transferred to Z, included a building which was bought on January 1, 1916 at a cost 
of $25,000 (exclusive of land) and which had a fair market value of $100,000 on the date of the merger. No capital 
expenditures had ever been made on either building. 


On July 1, 1949, Z Corporation purchased another building and its site for a lump sum of $50,000. This build- 


ing was erected January 1, 1949. The appraised value of the building alone on July 1, 1949 was $39,000 and the 
appraised value of the land was $13,000. 


The two buildings obtained from X Corporation and Y Corporation had an economically useful life, for pur- 


poses of straight-line depreciation, of fifty years from the date of construction. The building purchased by Z 
Corporation on July 1, 1949 had a useful life of fifty years from date of acquisition. 


In preparing its federal income-tax return for the year 1949, Z Corporation may deduct depreciation in the 


amount of: 


— whom 


WwW 


. On the building received from X Corporation: (a) $2,000, (b) $100, (c) some other amount. 
. On the building received from Y Corporation: (a) $500, (b) $2,000, (c) some other amount. 
. On the building purchased on July 1, 1949: (a) $1,000, (b) $500, (c) $375, (d) some other amount. 


. On December 21, 1948, with the intent of erecting a new building, the Gem Manufacturing Company pur 


chased real estate for $28,000 upon which was located an old building. It allocated $22,000 for the land and 
$6,000 for the building. On January 8, 1949, it proceeded to raze the old building and erected a new building 
which was completed at a construction cost of $40,000 on August 16, 1949. The cost of demolishing the old 
building was $3,000. What is the tax basis of the new building for depreciation and future sale purposes: 
(a) $40,000, (b) $43,000, (c) $49,000, (d) some other amount? 


. The Stanton Bolt Company was organized January 1, 1946, with its principal place of business in Chicago, 


Illinois. It realized net income and sustained net operating losses for each separate calendar year before ap- 
plying net operating losses as follows: 


Net 
Net Operating 
Year Income Loss 
1946 $20 ,000 — 
1947 $14,000 
1948 — 13,000 
1949 40,000 


What is the net income for 1949, after applying the above net operating losses as carry-back and carry- 
over in the proper manner, assuming that no adjustments are required under Section 122(d) either for com- 
putation of carry-back or carry-over, or of deduction: (a) $13,000, (b) $27,000, (c) $33,000, (d) some other 


amount? 


. James Morgan purchased 100 shares of Amalgamated Company stock @ $80 per share on March 18, 1947. 


On December 20, 1948, he sold those 100 shares @ $60 per share. On January 5, 1949, he again purchased 100 
shares of Amalgamated Company stock @ $65 per share. On July 26, 1949, he sold the latter 100 shares @ $92 
per share. What tax basis should he use in computing the profit from the second transaction when he sold 
100 shares @ $92 per share in 1949: (a) $6,500, (b) $8,000, (c) $8,500, (d) some other amount? 


? 
4 


Arthur Jacobs, a merchant, kept very limited records. Purchases of merchandise were 
paid for by check, but most other items of cost were paid out of cash receipts. Weekly 
the amount of cash on hand was deposited in a bank account. No record was kept of cash 
in bank nor was a record kept of sales. Accounts receivable were recorded only by keep- 
ing a copy of the charge ticket and this copy was given to the customer when he paid 
his account. 

Jacobs had started in business on January 1, 1950, with $20,000 cash and a building 
which had cost $15,000, of which one-third was the value of the building site. The build- 
ing depreciated 4% a year. An analysis of the bank statements showed total deposits, 
including the original cash investment, of $130,500. The balance in the bank per bank 
statement on December 31, 1950 was $5,300, but there were checks amounting to $2,150 
dated in December but not paid by the bank until January. Cash on hand December 31 


was 


$334. 


An inventory of merchandise taken on December 31, 1950 showed $16,710 of mer- 


chandise on a cost basis. Tickets for accounts receivable totalled $1,270, but $123 of 
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that amount is probably not collectible. Unpaid suppliers’ invoices for merchandise 
amounted to $3,780. During the year Jacobs had borrowed $10,000 from his bank but 
repaid by check $5,000 principal and $100 interest. He has taken from the collections 
cash for personal expenses of $4,800. Expenses paid in cash were as follows: 


Store fixtures with a list price of $7,000 were purchased early in January on a one-year 
installment basis. During the year, checks for the down payment and all maturing in- 
stallments totaled $5,600. At December 31, the final installment of $1,525 remains un- 
paid. The fixtures have an estimated useful life of ten years. 

Based on the above information, you are to prepare a statement of profit and loss for 
1950, supported by all computations necessary to determine the sales and purchases 
for the year. 


No. 3 


The Stone Manufacturing Company is closing its books as of December 31, 1949. In 
making an investigation of the accounts of the company, you discover the following 
facts: 


1. During November and December, the company shipped out stoves to two dealers, A and B, on a consignment 
basis. The consignment agreements provided that the stoves were to be sold by the consignee at a list price of 
$180 each. The consignee was to be allowed a 25% commission on each sale and was to be reimbursed for all 
expenses paid in connection with the shipment of the stoves to him. Sales on account are at the risk of the 
consignee. 

. At the time of each shipment, the company debited trade accounts receivable and credited sales $120 for each 
stove, ee being the usual sale price received by the company, on the basis of which a gross profit of 20% on cost 
is realize 

. All cash received from these two consignees was credited to accounts receivable. No other entries have been 
made in these accounts receivable. 

4, Information as to all of the transactions with the consignees is as follows: 

a. Stoves shipped out: to A—100, to B—40. 

b. Stoves unsold by consignees as of 12/31/49: A—35, B—25. 

c. Crating and shipping cost to company—$84. 

d. Freight paid by consignees: A—$130, B—$100. 

e. Cash advanced by A at date of receipt of the first 80 stoves—$4,000. Cash subsequently remitted by A— 
$5,395. 

f. Cash remitted by B—$575. 


bho 


You are to prepare any adjusting entries that should be made by the Stone Com- 
pany and you are to list each account affected by these transactions and adjustments, 
showing the corrected balance after adjustment. 


No. 4 


From the following trial balances and additional information as of December 31, 1949, 
you are to prepare working papers showing Income and Expense of each company for 
the year 1949, and the consolidated income of P and its subsidiary. 
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Balances December 31, 1949 


P Co. S Co. 

Debit Credit Debit Credit 
Accounts receivable 94,000 60,000 
Inventory 1/1/49—Cost 105 ,000 51,000 
Investment in stock of S.. 175,000 
Investment in bonds of S 51,800 
Other assets. .. 445 ,000 210,000 
Current liabilities... . $ 163,000 $ 17,100 
Bonds payable—5%.... 200 ,000 
Deferred bond premium. 5,400 
Sales . 630,000 340 ,000 
Operating expenses... 92,000 70 ,000 
Other expenses. ... 22,000 15,500 
Interest and dividends. 12,800 
Surplus 1/1/49 107 ,000 84,000 


$1,512,800 $1,512,800 $746,500 $746,500 


Additional information: 

1, The investment in stock of S Co. represents a 90% interest in the stock of S Co., which was acquired January 1, 
1949 for $175,000. At the same time $50,000 face amount of bonds of S was acquired for $52,000. These bonds 
had been issued in 1939 at 106 and are due January 1, 1959. S Co. has recorded the amortization of the bond 
premium applicable to 1949 as an adjustment of interest expense. The stock and the bonds were not purchased 
from the S Co. but from the public. 

2. Included in the Purchase account of S Co. is a total of $180,000 of goods bought from P Co. at 120% of cost to 
P Co. The closing inventory of S Co. is estimated to include the same proportion of these purchases as of other 
purchases. 

3. Inventories at December 31, 1949, at cost to each company, were: 

P Co.—$80,000. 
S Co.—$45,000. 


No. 5 


A teller in a bank prepares a daily proof of his transactions. This proof is prepared by 
listing on the debit side the opening cash balance as a starting figure. The amounts of 
the various kinds of transactions handled during the day are then entered as debits or 
credits as indicated by the transactions. The cash balance at the close of the day is 
determined by actual count and entered in the proof. The proof should balance at that 
point unless there is an overage or shortage. Any overage or shortage would then be 
entered in the proof. 

The following list includes all of the transactions handled by the head teller of the 
X Bank on November 10, 1950. From these transactions, you are to prepare a proof, 
including the closing cash balance as determined from the proof, assuming there is no 
overage or shortage. 


Remittance to Federal Reserve for credit to our account 
Certified checks redeemed.... 
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No. 6 Sols 
The Town of Blackwell uses budgetary accounts and separates its accounts into Tota 
the following funds: Bale 
Identification letter Fund Disb 
Outs 
A. yeneral fund 
B. Stores working fund Tota 
C. Special assessment funds 
D. Agency and trust funds Tota 
E. Bond funds Less 
F. Property fund 
G. General bonded indebtedness fund Ch 
eC 
During 1949, the following 14 transactions were among those taking place: Unp 
1. The 1949 budget providing for $398,000 of appropriations and $400,000 of estimated revenue was ap- Tots 
prov ed. 
2. Construction of streets to cost $60,000 and to be financed by a levy on the adjacent property was ap- 
proved. 
3. Purchase orders of $7,000 for the Fire Department were entered into. Tote 
4. Current taxes of $350,000 were levied. Less 
5. Taxes written off in 1945 in the amount of $1,000 were collected. 
6. Serial bonds in the amount of $25,000 matured and were paid. This payment was contemplated by the 
appropriations for the year. Dep 
7. A general bond issue of $50,000 was authorized, the proceeds to be expended for a building. Cas! 
8. The bonds in item 7 above were sold for cash at par. Dra’ 
9. Property costing $30,000 was retired with a cash salvage of $500 being received. 
10. The purchase orders of $7,000 referred to in item 3 above were filled at a cost of $7,200. Dep 
11. Stores were issued to the town clerk’s office in the amount of $220. | Gs 
12. The building referred to in item 7 above was completed at a cost of $49,500 Tick 
13. Salaries of the Police Department amounting to $3,700 were paid after deducting $200 to go into the 
Police Pension Fund. Sale 


14. Collections of taxes belonging to the county amounted to $17,400. 


Write down the numbers 1 through 14, or use the answer sheet provided, and opposite 


each number show, by use of the appropriate letter or letters, the fund or funds affected Sale 
by each of the 14 transactions. If more than one fund is affected, be sure to show all of = 
them. If no fund is affected leave the space blank. Inclusion of an erroneous letter will L 
result in a deduction of the same amount as will an omission of a letter. No reasons or Gro 
comments need be given. Exp 
U 
A 
Solution to Problem 1 S 
Part a. S 
1. $600.00 i 
2. (b) Long-term capital gain - 
3. (b) Short-term capital gain j I 
4. (a) Yes. j 
5. $1,000.00 
6. $600.00 - 
7. (a) Preparation of return. . 
Part b. N 
$2,000.00 Net 
) $500.00 i 
; tc) $375.00 One fourth of the $50,000.00 lump sum cost is allocated to the building. Depreciation on this 
amount ($37,500.00), for one-half year is $375.00. } 
Pari 
1. (a) $40,000.00 
2. (c) $33,000.00 
3. (c) $ 8,500.00 The loss of $20.00 per share on the first sale is added to the cost of the second purchase at 


$65.00. The loss on the first sale is not recognized because it was a wash sale. 


this 


Solution to Problem 2 


Total Deposits 
Balance (per bank statement) 


Disbursements (per bank statement)... 


Outstanding checks. . . 
Total Disbursements. 


Total disbursements... . 


Payments on fixtures. 


Checks issued for purchases. . 
Unpaid purchases 


Total purchases 


Total Deposits 


Less: Original investment of cash. 


Bank loan 


Deposited receipts from customers less expenses and drawings....... 


Cash expenses 
Drawings. . 


Deposited receipts from customers. . 


Cash on hand. 


Tickets for accounts receivable at 12/31/50. 


Sales for 1950 


Sales 
Cost of goods sold: 
Purchases... 


Less Inventory at December 31, 1950 ¥ 


Gross profit on sales... 
Expenses: 
Utilities 
Advertising. . 
Sales help... 
Supplies . 
Insurance. 
Real estate taxes. 
Depreciation—building 
Depreciation—store fixtures 
Interest on bank loan. . 


Net income for the year. . 
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5,100.00 
Computation of Sales 
Arthur Jacobs 
Statement of Profit and Loss 
For the Year Ending December 31, 1950 
125.00 3,326.00 
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Solution to Problem 3 


The following entries were recorded by the Stone Manufacturing Company: 


(1) 

To record shipment of 100 stoves to A. 
(2) 

To record shipment of 40 stoves to B. 
(3) 

To record cash receipts 
(4) 

Cash. 


To record cost of crating and shipping. 


(1) 

Accounts receivable—A... 


To reverse entries for shipments to and. receipts from consignees. 


Commission expense 
Consignment shipping cost. . 
To record sale of 65 stoves by A and expenses paid by A. 


Shi pping expense. 
Consignment shipping cost.............. 
To record shipping expense on "65 stoves sold by A: 
Cost incurred by A. 1.30 per stove 


To apply remittances from A against charge for stoves sold. 


To record sale of 15 stoves by B and expenses paid by B. 


To record er expense on 15 stoves sold by B: 


To apply remittances from B against charge for stoves sold. 


$12,000.00 
$ 4,800.00 
$ 9,970.00 
$ 84.00 
$16,800.00 
$ 8,645.00 
2,925.00 
130.00 

123.50 
$ 8,645.00 
1,925.00 
675.00 
100.00 

$ 46.50 
$ 575.00 


$12,000.00 
$ 4,800.00 


$ 9,395.00 
575.00 


4,225.00 
9,395.00 


$11,700.00 


$ 8,645.00 


$ 2,700.00 
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$ 84.00 
Adjusting Entries So 
$ 2,605.00 
575.00 
(2) 
(3) 
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(8) 
To record cost of goods sold and in hands of consignees. 
1 Account Balances 
Debit Credit 
0 Accounts receivable—B. . 1,350.00 
Sales... 14,400.00 
Inventory on consignment: 
Solution to Problem 4 
P Co. and Subsidiary S Co. 
00) Working Papers—Consolidated Statement of Income and Expense 
00 January 1, 1949 to December 31, 1949 
00 P Co. S Co. Eliminations Consolidated 
00 . 
Dr. Cr. 
Sales... . $630,000.00 $340,000.00 (c) $180,000.00 $790 ,000 .00 
Cost of goods sold........ 510,000.00 306,000.00 (d) 4,500.00 (c) $180,000.00 640,500.00 
Gross profit on sales. ... $120,000.00 $ 34,000.00 $149 , 500.00 
00 — 
Operating expenses. ... $ 92,000.00 $ 70,000.00 $162 ,000.00 
Other expenses. ... 22,000.00 15,500.00 (f) 150.00 (e) 2,500.00 35,150.00 
$114,000.00 $ 85,500.00 $197,150.00 
50 (e) 2,500.00) 
Interest and dividends... 12,800.00 (a) 450.00} (f) 150.00 1,000.00 
(b) 9,000.00) 
$101,200.00 $ 85,500.00 $196,150.00 
Net income or loss*. $ 18,800.00 $*51,500.00 $*46 650.00 
00 
Key to Eliminations 
(a) To write down the P Co. investment in bonds of S Co. to } of the S Co. bond and premium amounts. 
(b) To eliminate the dividends received from S Co. 
00 c) To eliminate inter-company purchases and sales. 
d) To eliminate inter-company profit from the ending inventory: 
Purchases from P Co. in inventory of S (3 of $45,000.00)...............-... $27 ,000 .00 


00 


$ 4,500.00 


(e) To eliminate inter-company interest expense and income. 
(f) To eliminate the amortization of bond premium credited to interest expense by S Co. and presumably charged 


to interest expense by P Co. 
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Solution to Problem 5 


A. M. cash balance... 
Deposits received. . 


Checks received on other banks.... 
Checks received on depositors (Note)... 
Loans granted. : 


Interest collected . 


Expenses paid. . 


Cashiers checks redeemed. 
Loans collected from borrowers 


Remittances to Federal ReserveBank . 


Certified checks redeemed... 


Checks certified for depositors (Note) 


P. M. cash balance.... 


Note: It is assumed that the item of “checks received on depositors” includes charge tickets of $300.00 for 


“checks certified for depositors.” 


Solution to Problem 6 


Un Ge bor 


0 
7 
8 
9 


10 


A and G 

E 

E and G 

A and F 

A 

A and B 

E and FandA 
A and D 


A and D if this amount was included in the $350,000.00 levy recorded in the General Fund in 
item 4. If this item was not so included the transaction may be handled in D (Agency 
and Trust funds). 
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Teller’s Proof 
Debit Credit 
1,000.00 
100.00 
500.00 ce 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


ALABAMA 


M. F. Barn has been named associate director 
of the Birmingham Chapter, NACA. 

The Birmingham Chapter, NACA, was re- 
cently host to J. B. HecKERT of Ohio State Uni- 
versity, who spoke to the group on the subject of 
analysis and control of distributive costs. 

The Alabama Society of Certified Public Ac- 
countants recently awarded to Howard College a 
CPA plaque denoting superior achievement of its 
Accounting Department. 

The fourth annual Federal Tax Clinic was re- 
cently held at Tuscaloosa under joint sponsorship 
of the Alabama Society of CPA’s and the Univer- 
sity of Alabama. 

The Alabama Society of CPA’s held its 1950 
meeting in Edgewater Park, Missouri. Newly 
elected officers included members of the American 
Accounting Association as follows: S. PautL 
GarNER, Secretary; Kermit T. Hart, Member 
of the Council; F. W. Nicnots, Chairman of the 
Council. This annual meeting was held in con- 
junction with the Southern States Accounting 
Conference, the newly elected president of which 
is Roy F. Goprrey of Tulsa, who also is an As- 
sociation member. 


ARKANSAS 

University of Arkansas 

The University of Arkansas, in cooperation 
with the Arkansas Society of CPA’s, recently 
sponsored a second Accountant’s Seminar in their 
new Business Administration building. Out-of- 
state speakers included JoHn L. Carey of the 
American Institute, Roy F. Goprrey of Tulsa, 
HowarD CANERY of Memphis, I. B. McGLaprey, 
Cedar Rapids, Iowa, and J. A. Pairups of 
Houston, Texas. 


CALIFORNIA 
University of Southern California 


WILLIAM SHANNON of Cornell University was 
visiting professor for the summer session of 1950. 
' Dr. Frizox has left to become associate pro- 
lessor at Loyola University, Chicago. 


FLORIDA 


GEORGE E. TORNWALL, JR., has been ap- 
pointed instructor in Accounting. 
Louis Nota died on June 30, 1950. He was a 


member of the Florida Institute of Accountants, 
had been in public practice before coming to the 
University, and was an alumnus of the University 
of Florida. 

James S. LANHAM, head of the Accounting De- 
partment, addressed the Southeastern section 
meeting of the American Accounting Association 
in May, on the five year accounting curriculum at 
the University of Florida. 


ILLINOIS 
Southern Illinois University 


H. J. Renn spoke to the downstate meeting 
of the Illinois Society of Public Accountants on 
education for accountants at Southern Illinois 
University. 


IOWA 
University of Iowa 


SmwnEY G. WINTER, Head of the Department 
of Accounting, was named Dean of the College of 
Commerce July 1, 1950. 

Guy W. Trump, instructor in Accounting, has 
been named professor and head of the Depart- 
ment of Business Administration at Stephen F. 
Austin State College, Nacogdoches, Texas. 


LOUISIANA 
Tulane University 


Epwarp W. Prapzix has resigned to accept a 
position at Washington University, St. Louis. 


MARYLAND 
University of Maryland 


Additions to the staff include, as full professor, 
ELLERY CAPEN from the College of Puget Sound, 
and as instructor, CHARLES B. EpELson, LeRoy 
L. Lee, Donatp L. RicHARDs, and NorMAN 
SINCLAIR. 

In January the members of the accounting 
staff of the University of Maryland and Johns 
Hopkins University presented jointly to the 
Maryland Association of CPA’s, in Baltimore, a 
discussion of research, The American Accounting 
Association’s proposed norm for a four year 
course of training for professional accounting, the 
American Institute’s testing program, the ac- 
counting apprenticeship program, and the ac- 
counting symposium. 
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MICHIGAN 
University of Detroit 

T. P. StRuNCK has resigned to accept a posi- 
tion with the Ford Motor Company. 

Leo V. Bowers has resigned to accept a posi- 
tion at Evansville College in Indiana. 

CLIFFORD CRONIN has resigned to enter public 
accounting. 

Recent additions to the staff include Ray- 
MOND ZULOF from the University of Michigan, as 
assistant professor, and Louis MatusIak of the 
University of Illinois as instructor of accounting. 


MONTANA 
Montana State University 
FREDERICK HENNINGSEN has been added to 
the staff as assistant professor. 
E. J. DeMaris is on leave of absence to work 
for a Ph.D at the University of Illinois. 


NEW YORK 
New York University 


MICHAEL SCHIFF has been promoted to as- 
sociate professor. 


Long Island University 


The following members of the Accounting De- 
partment have been elected to serve on special 
committees of the New York Society of CPA’s: 
Leo ScHLOss, committee on education and com- 
mittee on land transport accounting; JEssE B. 
COGEN, committee on accounting for non-profit 
institutions; B. Kravitz, vice-chairman 
of the committee on admissions, and Oscar J. 
SUFRIN, committee on monthly audits. 


Wells College 

RAYMOND DE ROovVER, in Italy on a Guggen- 
heim Fellowship, reports his wife’s discovery in 
the Florentine State Archives of three complete 
secret account books of the Medici Bank which 
dated from the founding of the bank in 1397 and 
continued uninterrupted to 1450. Written on 
parchment, they contain accounts for the 
partners’ shares in the corporation, for deposits 
on which interest was paid, for the distribution of 
profits and losses, and for salaries paid to mem- 
bers. 
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OHIO 
Xavier University 


The Xavier Accounting Society has secured 
as speakers for the first quarter of the year the 
following individuals: Harry SONKIN, Partner, 
Alexander Grant & Company; K. Y. Srppatt, 
Comptroller, Procter & Gamble Co.; and Carrer 
Jones, Resident Manager, The Charles R, 
Hadley Company. 

GEorRGE C. SELZER, Chairman of the Depart- 
ment of Accounting, has been appointed a mem- 
ber of the Board of Directors of the Cincinnati 
Chapter, NACA. SELZER is a member of the 
NACA publicity committee. 

Epwin P. WENNER has been named head of 
the Business Administration School of Defiance 
College. 

OKLAHOMA 
Oklahoma A. & M. College 


J. RiIcHARD VANDEGRIFT and EUGENE T, 
SCHAUER, associate professors of accounting, 
passed the CPA examinations in May. 

J. W. McSwain has left the staff to become 
manager of a public accounting firm in Lubbock, 
Texas. 

TEXAS 
Texas Christian University 


Recent additions to the staff include Nem K. 
ALEXANDER from the University of Texas and 
HERMAN I. Morris, instructor in commercial 
law. 

Davip A. THOMAS is studying at the Univer- 
sity of Michigan for the Ph.D degree. 

Bitty L. BARNER is working for the Ph.D de- 
gree at the University of Illinois. 

M. SoweELt, Dean of the School of 
Business, studied in New York recently for three 
weeks under a fellowship sponsored by the Secur- 
ity Directors of America. 

Henry Key and RosBert SEILER recently 
passed the CPA examinations. 


WEST VIRGINIA 
Marshall College 


Porter S. Woop, formerly of the staff of 
Price, Waterhouse and Company, has recently 
been added to the staff with the rank of assistant 
professor. 
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BOOK REVIEWS 


ARTHUR M. CANNON 


Developing Men for Controllership. T. F. Bradshaw. 
(Boston: Division of Research, Graduate School of 
Business Administration, Harvard University, 1950. 
Pp. x, 231. $3.25.) 


The need of the managers of modern business for 
facts and figures as tools in planning and controlling 
operations has created an opportunity for the account- 
ant to step out of his specialized and somewhat narrow 
field and become a member of the management team— 
that is, a controller in the full sense of the term. The 
author of this book, in the course of his experiences as a 
consultant in industry and as Director of Research of 
the Controllership Foundation, has observed the re- 
sponse of accountants over a period of years to this 
need and this opportunity. In some companies, he says, 
the accountant has met the challenge with outstanding 
success; in others, he has fallen short because “he has 
not been able to rise out of the details of record-keeping 
to meet management’s need for forward-looking figures.” 
“The greatest single block to the emergence of a sep- 
arate figure function as a part of more managements 
seems to have been the lack of broad-gauge men trained 
in both figures and in management.” Hence this study of 
Developing Men for Controllership. 

The author points out that the need for men who 
combine a specialist’s training with the breadth of view- 
point necessary in management is not limited to the 
controllership field. Developing men for controllership 
is “a part of the larger problem of developing men for 
general management.” And this larger problem, the 
author believes, is ‘‘a focal business and social problem 
of today . . . because other problems, ostensibly as im- 
portant, can be solved only by the leadership of broad- 
gauge business managers.” 

The opening chapter of the book describes clearly 
and concisely the need for the controllership function 
(as distinguished from the conventional accounting 
function), the way the controller does his job, and the 
qualifications for successful controllership. The second 
chapter deals with the problem of selecting qualified 
men for training in controllership and attracting them 
into the field; here the author touches on matters which 
are of immediate interest to teachers and makes some 
brief but pertinent remarks on the need for a new ap- 
proach to academic preparation for controllership. The 
remainder of the book is devoted to a discussion of the 
principles and techniques of planning for management 
development and some of the major tools used in the 
process, viz.: job rotation, executive conference meet- 
ings, company supervision courses, and induction 
training. The practices of several companies in this type 
of planning are analyzed, with detailed descriptions of 
specific selection procedures, training programs, and 
conference courses, supplemented by many illustrative 


forms, charts, and exhibits. The training techniques de- 
scribed are directed at two primary objectives: first, 
broadening the trainee’s understanding of the operations 
of the business and of over-all management problems; 
and, second, developing his administrative ability— 
that is, his ability to work with people and to get things 
done through people. 

Although most of the companies included in the 
study fall in the category of ‘‘big” corporations, the au- 
thor has done an excellent job of summarizing their 
practices in terms of basic principles which can be ap- 
plied, in some degree, in all except perhaps the very 
smallest organizations. It is notable that only two of the 
companies studied have a development program slanted 
specifically at the controllership function; this is not, 
perhaps, surprising, in view of the comparatively recent 
emergence of the function as an important factor in 
business management. One of the two specific controller- 
ship programs—that of the United States Steel Corpora- 
tion—is so forward-looking in its approach and so com- 
prehensive in its scope that it must be counted a land- 
mark in the evolution of controllership. And the man- 
agement of U. S. Steel is in no doubt about the kind of 
educational preparation it prefers for those who are 
admitted to this training program—it states, very defi- 
nitely, that “broad economic and management courses 
are desirable rather than excessive specialization in pro- 
fessional accounting subjects.” 

To controllers and those aspiring to controllership 
this book will be invaluable, both as a means of self- 
orientation and as a guide to the building of an effective 
departmental organization. Teachers who are interested 
in adapting accounting education to meet the needs of 
business for men qualified for controllership as a man- 
agement function will find the book a useful and stimu- 
lating presentation of what business itself is doing to 
cope with the problem. 

Davip R. ANDERSON 
Treasurer 

W. B. Saunders Company 

Philadelphia 


Essentials of Cost Accounting (Second Edition). John G. 
Blocker. (New York: McGraw-Hill Book Company, 
1950. Pp. 441. $4.50.) 


This new text is described on the flyleaf as an 
abridgement of the second edition of the well-known 
book Cost Accounting by the same author. Although the 
arrangement and selection of content has been designed 
primarily to meet the needs of a one-semester course, 
the wealth of discussional materials and problems would 
be sufficient to meet the requirements of many schools 
which offer two semesters of cost accounting. 
Essentials of Cost Accounting undertakes in Parts I 


t 

| 
} 
f 

} 
e 

} 

d 
al 

of 
ly 
of 
ly 
nt 


124 The Accounting Reriew 


and II a comprehensive treatment of Job, Process, and 
Standard Costing for manufacturing. In regard to these 
topics, the text is in the same class with the edition 
that has been abridged. In either text these subjects are 
covered most thoroughly. The presentation is clear, 
easily read, and well-illustrated. There are a variety of 
problems of various lengths and degrees of difficulty. 

In addition to manufacturing accounting there are in 
Parts III and IV chapters on Distribution Accounting 
(actual and standard), Administrative Costing, Budget- 
ing, and Differential Cost Analysis. 

In this new edition, which is both a revision of the 
old and an abridgement of Cost Accounting, Blocker 
deletes an excellent discussion and description of wage 
payment plans contained in the first edition. Similar 
omissions are found in other new cost accounting texts. 
Evidently this practice is based on the assumption that 
wage payment plans are covered adequately in other 
courses of the business administration curricula. I be- 
lieve this assumption is a mistake. In other courses, 
little attention is focussed upon the relationship of the 
wage payment plan to the problem of costing and the 
effect of the plan upon labor costs. Blocker poses this 
question (see pp. 290-291) in regard to labor rates. 
However, he fails to give sufficient discussion of prob- 
lems that arise in costing when the standard of the in- 
centive plan is used as the labor costing standard. In 
such case, it may be that the labor time standard and 
the labor rate standard are and will continue to be at 
variance from any semblance of actual time taken and 
actual wages paid. As a consequence, product costing 
will suffer. 

A distinct improvement upon the old edition is con- 
tained in Chapter XII where predetermined overhead 
rates are applied to process cost accounting. This dis- 
cussion, however, could be considerably improved if the 
author would relate complete standard costs to process 
costing. [t seems to the reviewer that if a text is designed 
to stress the managerial and supervisory point of view, 
then the author should present costing procedures de- 
signed to pin-point deviations between actual and 
standard costs as close to the lowest level of operations 
or supervision as possible, i.e., the operation, cost cen- 
ter, or process. This Blocker does not accomplish. 

Blocker’s interpretation of the term “normal over- 
head” is confined to the normalizing of costs affected by 
seasonal fluctuations in production. This is not the ac- 
cepted interpretation of “normal” made in N.A.C.A. 
research studies. Aside from this, the author ignores 
concepts of “normal” commonly utilized, such as a 
practical capacity or a normal utilization rate. Both of 
these have implications from the point of view of the 
managerial control of cost. 

Chapters contained in Cost Accounting and excluded 
in this abridgement are: Estimate Cost Accounting Sys- 
tems, Cost Accounting for Retail Establishments, Cost 
Accounting for Financial Institutions—Banks, Cost 
Accounting for Governmental Units, and Joint Cost 
and By-Product Accounting. With the exception of the 
chapter on joint costs, the reviewer concurs in the se- 
lection of chapters to be deleted. However, since a one- 


semester course cannot be a complete technical treatise 
and, at the same time, provide the student with a well. 
rounded background, I believe the latter should receive 
more emphasis. A discussion on joint costs would add 
to the student’s general knowledge of the problems of 
cost accounting, particularly those relative to the man. 
agerial control of cost. 

The inclusion of the chapter on Differential Costs in 
this text is both pertinent and timely. The American 
Accounting Association Committee on Cost Concepts 
has stated as a third objective of cost accounting that 
of providing data for special cost studies. Blocker’s 
discussion is good in that he stresses the implications of 
marginal costs and ties these in with marginal incomes, 
A survey text in cost accounting would be weak indeed 
if it neglected the managerial implications of costs and 
incomes which vary with volume. 

In general, the reviewer appraises Essentials of Cost 
Accounting as one of the most worthy texts for use ina 
one-semester course in cost accounting. Its best points 
lie in the outstanding presentation of the technical as- 
pects of cost accounting for manufacturing, distribution, 
and administrative costs, both actual and standard, 
and the chapter on differential costs. Its weaknesses are 
primarily those of omission as has been noted. 

L. J. BENNINGER 
Associate Professor of Accounting 
University of Missouri 


An Introduction to Budgetary Control, Standard Costing, 
Material Control, and Production Control. The Insti- 
tute of Cost and Works Accountants. (London: 
Author, 1950. Pp. 72. 15s.) 


The Presentation of Information to Management. The 
Institute of Cost and Works Accountants. (London: 
Author, 1950. Pp. 49. 6s.) 


These two monographs are the third and fourth re- 
search publications of The Institute of Cost and Works 
Accountants of England, an association which may be 
compared with the National Association of Cost Ac- 
countants in the United States. The first two publica- 
tions of the Institute are: The Problem of Selling and 
Distribution Cost Accounting (1940, second edition, 1949) 
and Uniform Cost Accounting and Principles of Cost As- 
certainment (1947). 

The four monographs summarize the results of 
planned research undertaken by the “branches” of the 
Institute under direction of Stanley J. D. Berger, the 
Director of the Institute. It is the intention of this re- 
view to comment on only the third and fourth publica- 
tions. 

It is mentioned in the foreword of Am Introduction to 
Budgetary Control, Standard Costing, Maierial Control, 
and Production Control that the monograph is “an in- 
troduction to the subject” rather than “an exhaustive 
treatise.” The reader will immediately come to this 
conclusion because each of these four important topics 
has been discussed in many books and articles and some 
colleges and universities offer separate courses dealing 
with these subjects. 
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Section A, Introduction, mentions that the subject- 
matter was assigned to the Branch Research Groups 
for study and their reports were coordinated and sub- 
mitted to the 19th National Cost Conference in May, 
1948 for discussion. Section B, Budgetary Control, 
presents in outline form a brief resume of the relation- 
ship between budgetary control and standard costing, 
objectives of budgetary control, descriptions of various 
types of budgets, the budget period, and the prepara- 
tion, administration and uses of budgets. Section C, 
Standard Costing, deals with conventional topics, in- 
cluding definitions, preparation of standards, account- 
ing procedure for standard costs, the use of flexible 


note that the procedures prescribed are identical, with 
some variation in terminology, with accounting pro- 
cedures described in text-books in this country. 

Section D, Production Control and Material Control, 
contains a very brief outline of managements’ problems 
dealing with stock control, material requirements, pur- 
chasing, receiving, and issuing materials, production 
orders, inspection, finished stock, shipping and invoic- 
ing. 
The Appendices include schedules illustrating the 
operation of a standard cost system with the complete 
transactions of an imaginary business for one account- 
ing period. The exhibits include departmental budgets, 
standard costs of products, production reports, control 
and subsidiary ledger entries, chart of standard cost 
procedure, charts of semi-variable overhead expenses, 
and statements for departmental managers and fore- 
men. 

The Presentation of Information io Management is a 
50-page monograph which “outlines the information 
usually required by all grades of Management and gives 
useful advice on its preparation and presentation.” It 
presents a brief resume of the principles of report writ- 
ing; outlines the problems confronting general manage- 
ment; introduces problems of sales management, such 
as distribution methods, selling prices, selling expenses, 
warehousing, transportation, and credit control; and 
summarizes a few of the problems of production man- 
agement, including production programs, material pur- 
chases, material usage, labor, plant utilization, and pro- 
duction services. The publication is concluded with a 
very brief outline of the problems confronting financial 
and office management. 

It is obvious that it is impossible to cover the multi- 
tude of problems of interest to management in such a 
brief presentation. Therefore, this publication can be 
characterized as sketchy and somewhat superficial in 
its content. 

It is apparent that the first four publications of the 
Institute of Cost and Works Accountants were pre- 
pared to stimulate interest in the subject-matter con- 
cerning cost accounting and management without at- 
tempting to explain or present solutions to the many 
problems confronting executives in particular concerns 
or industries. It is to be hoped that future publications 
will be patterned after the reports of the Committee on 
Research of the National Association of Cost Account- 


ants which are presented in the form of case studies, 
with detailed and specific data regarding the problems 
faced by management in particular industries and ex- 
planations of the methods that have been adopted to 
solve these problems. 
Joun G. BLOCKER 
Professor of Accounting 
University of Kansas 


Principles of Engineering Economy (Revised Third Edi- 
tion). Eugene L. Grant. (New York: The Ronald 
Press Company, 1950. Pp. xi, 623. $5.00.) 


This volume is a substantial revision and enlarge- 
ment of the same title first published twenty years ago. 
The time honored work has a dual purpose of serving as 
a text in the classroom and a reference for the profes- 
sional construction planner in either public or private 
projects. 

The 400 newly added problems at the ends of the 
chapters add about 100 pages to the volume and also 
about an equal number of pages have been added to the 
discussion. Larger type adds much to the legibility of 
the volume with the exception of the mortality chart 
(p. 162) which will rarely be read because of illegibility. 
The basic pattern of presentation and the basic philoso- 
phy of the author have been retained. The chapter on 
theoretical replacement economy is devoted almost 
entirely to George Terborgh’s recent study Dynamic 
Equipment Policy. A chapter has been added on the ef- 
fect of income taxes in economy. 

Part [II on techniques for economic studies receives 
the most extensive revision. In rewriting the problem of 
deciding when to replace a machine or structure two 
former chapters based on a distinction between the 
theoretical and the practical aspects of the problem 
have been consolidated. The elimination of this unfor- 
tunate distinction in the new edition has more than 
formal significance. 

Despite the great merit of the volume generally, some 
possible refinement in organization may be suggested. 
Whenever an author uses nondescript chapter titles such 
as “Further Examples of...” or “Some Aspects 
of ...” one always wonders what principle or method 
is the peculiar contribution. A more straightforward 
organization based upon reconsideration of the whole 
would make a more vivid impression upon a reader 
whose major field lies outside that of the author. 

The book should be of interest to economists and ac- 
countants no less than to engineers. For some the word 
engineering in the title will have an unfortunate conno- 
tation. Since most of the economists of recent vintage 
are preoccupied with full employment and inflationary 
spending they will find little use for an economic study 
of this kind. But the technical limitations placed upon 
the economic principles here expounded do little else 
than convert the book into one of the best on “partial” 
equilibrium economics. Since solution of the economic 
and physical aspects of a construction problem ought 
not to be attempted separately, attention is here di- 
rected to selecting the best alternative under the given 
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circumstances. The first approximation to the solution 
of such an economic-engineering problem is to evaluate 
the possible results in monetary terms. Often the many 
imponderables which accompany a long term construc- 
tion project are the strategic factors in making a deci- 
sion. Of this the author always seems well aware and 
this aspect is given ample consideration. 

Often there is found a cleavage between the economy 
of an individual firm or project and that of the rest of 
society. This study makes some attempt to bridge the 
gap through justifying the payment of interest; but the 
treatment is neither exhaustive nor sufficient. The 
author considers an interest rate as merely the time 
value of money when it is in fact much more than that. 
Interest rates not only equate the desirability of effects 
between two points in time; they also equate the best 
alternative within a firm with the best alternative out- 
side the firm. The problem here is the selection of what 
the author calls the minimum attractive return. How 
this minimum rate is determined could be the subject 
of further study. It is not enough merely to answer the 
question will it pay? in the affirmative. How great will 
be the return is crucial, and the economic choice offers 
the highest rate of return with all factors considered. 

In a chapter devoted exclusively to the justification 
of interest payments the strongest argument for the case 
is not made very explicit. That money cannot be bor- 
rowed without paying interest is hardly an answer to 
the federal planner who wants to inflate the currency. 
More explicit recognition could be given to the marginal 
efficiency of real resources in alternative modes of em- 
ployment between very different types of projects. An 
advocate of the socialistic state would then have to meet 
the argument squarely. However, it is not interest that 
is so much the villain in the modern economic drama as 
it is profit. 

One sometimes suspects that an inordinate number 
of the assumed illustrations turn out in favor of the 
challenger in a replacement or expansion program. We 
would thus suspect the author of bias in wanting to jus- 
tify more replacement and expansion than true econ- 
omy might dictate. What price progress? is a question no- 
body has yet been able to answer satisfactorily. The 
suspicion becomes better founded when we find else- 
where that “the public interest would be better served 
by the general use of a depreciation accounting method 
that permitted more rapid write-off in the early years of 
life.” The accountant would be the first to agree that the 
economic service life of a durable factor is frequently 
shorter than the physical life of the factor. But no 
reputable accountant should permit deliberate altera- 
tion of reasonable costs for the purpose of altering the 
net income. To this reviewer the case for straight line 
depreciation seems strong. Heavier charges during the 
early years of use of an asset sometimes have little justifi- 
cation in economic fact. 

High income taxes certainly may deter some eco- 
nomical investments in new construction, but the 
trouble lies in the taxation of profit per se. A better solu- 
tion would be to admit that in a profit motivated econ- 
omy profit should not be made the perpetual scapegoat 
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of social reform. It is better to be truthful within the 
limits of understanding in reporting profits and then to 
decide how deterring taxes on profits will be. 

One of the good features of this edition from the 
classroom standpoint is the correlation of problems with 
the various chapters. The writer might have taken 
greater advantage of his opportunity to distinguish be- 
tween the true problem of high professional level such 
as is illustrated in No. 400, and what may be designated 
as a mere class exercise. The essential difference lies in 
whether the student is required to define his problem 
and follow through with appropriate professional prob- 
lem-solving technique or whether he is merely required 
to select the right formula into which he can substitute 
new figures for old for the sake of a numerical answer. 
In the classroom a certain amount of both is necessary; 
the relative amount of each depends upon the qualita- 
tive level to which the student’s education has been 
carried. 

From a teaching standpoint one wonders if many of 
the illustrations do not have so much in common that 
they could be regrouped in the attempt to emphasize a 
few general principles. In modern education a great 
pitfall is too much disorderly specialization. There often 
appears to be more to learn than is actually the case. 
Sometimes this pitfall can be avoided by the presenta- 
tion of a limited number of specific principles each of 
which has wide application. This reduces the student’s 
time in learning and gives him greater mastery of a pro- 
fessional field which is often unnecessarily restricted. If 
the student is required to do this organizing himself 
the requirement is satisfied, but such a presentation as 
would be best for the student here would be contrary to 
the organization of a good reference work. 

Only rarely can the author’s clarity of language be 
questioned. At one point there is some confusion con- 
cerning the relationship of a depreciation charge to capi- 
tal recovery. Depreciation expense is one factor in the 
measurement of capital to be recovered if a loss is to be 
avoided. But it is only through revenue (always pre- 
sumed to be gross) that capital is recovered. It is said 
(p. 302, Example 61) that the purpose of recognizing 
depreciation is to include it in the selling price of the 
product. This is only one purpose of a depreciation 
charge and the statement is not sufficiently compre- 
hensive. Good price policy should not be confused with 
good cost accounting. For the individual firm or project 
the accountant must treat costs and selling prices as 
independently determined. Accounting and economic 
theorists might more often get together on this point 
with benefit to both. 

RussELL BOWERS 
Associate Professor of Economics 
Carnegie Institute of Technology 


Cost Accounting and Analysis. Carl Thomas Devine. 
(New York: The Macmillan Company, 1950. Pp. 
752. $5.00.) 


In this book, a newcomer to the list of cost account- 
ing titles, Professor Devine has departed from tradi- 
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tional organization and emphasis in the presentation 
of material. 

In the matter of emphasis, Professor Devine has 
brought a new tone to cost accounting literature. While 
it is in keeping with the spirit of the times to stress the 
managerial and control aspects of cost accounting, De- 
vine places more extensive and more specific emphasis 
on this phase than is usually found in the older books. 
Equally, perhaps more, noticeable is his insistence on ex- 
planation of the significance of the data with which cost 
accounting deals. He points out in his preface that econ- 
omists, accountants, and industrial engineers, as well as 
managers, have contributed to the body of generaliza- 
tions and procedures for the direction and control of 
enterprise operations. He leans heavily upon his train- 
ing in economics for explanations of the significance of 
data, and he has presented a point of view from which 
cost accounting may be seen in its context of economic 
activity. Only once in a while does the author draw il- 
lustrations too narrow for real business application. 

Any professional training in cost accounting must 
involve some of the strictly “‘pencil-pushing” aspects of 
the art if for no other reason than to illustrate the appli- 
cations of generalizations. Vouchers, requisitions, stores 
cards, clock cards, labor time reports, and the rest of the 
multitude of forms get attention from Devine. Payroll 
and inventory records will be processed in the same way 
to a considerable extent whether the purpose be to con- 
trol the costs or merely to pay the employees and to get 
inventory values for the balance sheet. While these 
routine operations receive a fair share of attention, the 
explanations of them do not come up to the standard 
of completeness or quality of the explanations of the 
significance and purposes of accounting information. 

The book is divided into three sections. Section I con- 
sists of twelve chapters covering the elements of manu- 
facturing cost, departmentalization of costs, process 
costing, job order costing, and estimated costs. The 
discussions in this section treat of the over-all aspects 
of cost determination and include the concepts of his- 
torical costs and predetermined costs. The explanations 
of recording procedures are limited mainly to tracing the 
flow of cost information through the general ledger ac- 
counts, and they avoid the distracting influence of the 
minutiae of underlying records. 

The second section deals with techniques of recording 
data for cost control. Here, in seventeen chapters, are 
descriptions of purchasing and receiving operations, in- 
ventory records and cost methods, payroll accumula- 
tion procedures, incentive wage plans of Taylor, 
Rowan, Halsey and the other old masters, social secur- 
ity requirements, standard cost procedures, gross profit 
variation analysis, and an explanation of distribution 
costs, 

The subject of standard costs fits into the second 
section of the book in view of Professor Devine’s em- 
phasis on control techniques. One chapter discusses 
the setting of standards. Accounting for standard costs 
with heavy emphasis on the isolation and significance 
of variances takes two chapters. In one variances are 
determined at the time of the Work in Process charges, 
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and in the second variances are determined at the com- 
pletion of work. Another chapter presents the case for 
standard costs at the departmental level and suggests 
their adaptation to service departments. There is also 
a chapter on basic standard costs with acknowledgement 
to Camman and Harrison, and finally a chapter is 
devoted to a case study of standard costs. 

The third section consists of ten chapters of highly 
analytical material. Cost concepts get additional treat- 
ment followed by discussions on profit planning, selling 
cost analysis, costs and price policy, selection of plant 
size, problems of plant shutdown, and uniform costing 
and ethical problems. 

The book appears to be highly flexible for class use. 
Three of its thirty-nine chapters are devoted exclusively 
to illustrative cases, and several others consist of de- 
tailed treatment of limited subjects. It appears pos- 
sible, therefore, to fit the material readily to the re- 
quirements of a particular course. The author suggests 
the possibility of adapting the book to courses of one, 
two, or three semesters. 

LAUREN F. BrusH 
Assistant Professor of Accounting 
Syracuse University 


Basic Cost Accounting. Samuel Waldo Specthrie. (New 
York: Prentice-Hall, Inc., 1950. Pp. xi, 299. $3.75.) 


From the standpoint of the student, the subject of 
cost accounting is usually difficult. He finds it hard to 
grasp the detail and relate it to the principles involved. 

The subject matter and organization of Basic Cost 
Accounting are similar to a number of other texts in the 
field; however, the author uses only twenty chapters in 
which to present a very thorough discussion of the 
subject, whereas others require from twenty-five to 
thirty, and even more, to give a less complete coverage. 
This may be explained, in part, by the fact that Basic 
Cost Accounting is written primarily for those desiring a 
text that can be covered in one semester or possibly one 
or two quarters. 

Among the phases of manufacturing cost accounting 
covered in the text are: 


1. Job-lot cost accounting 

. Process cost accounting 

. Operational cost accounting 

. Standard cost accounting procedures 

. By- and joint-product cost accounting 

. Cost accounting in business administration. 


WwW 


Chapters one through twelve deal with certain funda- 
mental matters, the flow of values through the ledger 
accounts, and the detailed records necessary to support 
the ledger accounts and statements under a job-lot sys- 
tem. The remaining eight chapters deal with the various 
refinements and special methods, and process costs. 

Each chapter presents a full treatment of its stated 
topic and considers not only the cost principle involved 
but also thg procedures used in their application to prac- 
tical situations. The author especially stresses the fact 
that cost accounting procedure is flexible and not only 
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can but should be directed toward developing the par- 
ticular facts in which the management is interested. 

The homework material includes a job-lot practice 
set, fifty-eight problems, and two hundred thirteen ques- 
tions. This material appears to be sufficient in scope, 
volume, and gradation to give the student adequate 
practice in applying the principles and procedures ex- 
plained in the text. Many of the problems and questions 
are taken or adapted from those given in C.P.A. exam- 
inations. 

Each chapter includes two sets of problems and ques- 
tions. In each instance the first set is designed to test the 
students’ knowledge of the principles presented in each 
chapter; the second set is presented as additional work. 
The author’s purpose in presenting “additional work” 
problems and questions is threefold: 

1. Continuous review through the media of problems 
and questions on fundamental principles pre- 
sented throughout the course. 

2. Graduated development through the presentation 
in successive chapters of increasingly difficult 
problems on the more important cost accounting 
principles and procedures. 

3. Practical integration through the media of prob- 
lems and questions the solutions to which require 
a successful application of the principles covered 
in two, three, or more chapters. 

The purely clerical work incidental to the study of 

the material of the text is minimized by: 

1. A workbook containing forms which materially 
decreases the time required to solve the assigned 
problems. 

2. The omission of pennies in the practice set and 
problem amounts. 

3. As few transactions in a practice set or problem 
as are consistent with familiarizing the student 
with the essential accounting procedures. 

The practice set, which presents job-lot cost account- 
ing, is introduced in chapter three and continues 
through chapter fourteen, one assignment being pre- 
sented at the end of each chapter except chapter four. 

The text is well written and printed on good paper 
and very readable. It is profusely illustrated but not in 
excess. Prior to publication, the material was taught 
and tested in mimeographed form at the School of Com- 
merce of Roosevelt College, Chicago. 

Marvin E. Byers 
Instructor of Accounting 
University of Wyoming 


Montgomery’s Federal Taxes—Cor porations and Pariner- 
ships, 1949-50 (2 volumes). Robert H. Montgomery, 
Conrad B. Taylor, Mark E, Richardson. (New York: 
The Ronald Press Company, 1950. Vol. I, pp. xi, 
977; vol. II, pp. iv, 860. $20.00.) 

Montgomery’s Federal Taxes—Estates, Trusts and Gifts, 
1949-50. Robert H. Montgomery, James O. Wynn, 
G. Harold Blattmachr. (New York: The Ronald 
Press Company, 1950. Pp. x, 1145. $12.50.) 

Colonel Montgomery’s first manual on Income Tax 

Procedure appeared in one volume of some 450 pages in 


1917. It was devoted mostly to the individual income 
tax and included one chapter on the corporation excise 
tax. “Taxes, inheritance” got three pages in which it 
was held that they should be deductible for income-tax 
purposes. The maximum rates of the Revenue Act of 
1916 were 15% on individual incomes and 10% on es. 
tates, with liberal exemptions. Corporations paid 2% 
on income and 50¢ per $1,000 on “fair value” of capital 
stock. Now we have 3,000 pages on corporations and 
estates with individuals left out, three volumes, five 
authors, an Index to Court Decisions with 8,000 entries, 
and rate increases in proportion. 

The magnitude of the task of setting forth “‘in concise 
and convenient form an analysis and . . . interpretation 
of the Internal Revenue Code,” regulations and deci- 
sions, even in the limited fields of the present work, is 
best appreciated by those familiar over the years with 
the cancerous growth of income tax laws and rulings in 
this country and the parallel continuous revision of 
these invaluable reference works. Montgomery’s tax 
books fill the gap between the one-volume texts and the 
multi-volume loose-leaf tax services. They provide the 
maximum synthesization and condensation which a 
practitioner can use in pursuing a single point important 
to him through a maze of related material. Although not 
textbooks, having no question or problem material and 
presuming some knowledge of the subject, there is pos- 
sibly no better reference material for advanced tax 
courses. It is inconceivable that any practicing ac- 
countant, tax-practicing attorney or teacher of tax 
accounting would be without these books. (Montgom- 
ery is of course both attorney and accountant and the 
books are equally for attorney and accountant, as in- 
deed is the subject matter.) 

As to whether each user will need to keep up with the 
multiplying editions at $30-plus each, is another ques- 
tion. Comparison of the present with the previous 
(1948) edition indicates a minimum of justification for 
a new edition this time. As the authors acknowledge, 
changes in law and interpretation since the last edition 
have been unusually small both in number and impor- 
tance. 

As before, Volume I covers Corporation Gross In- 
come and Deductions including capital gains and losses, 
and Volume II is principally procedural plus discussions 
of Undistributed Profits Taxes, Profit Limitations on 
Government Contracts, Installment Sales, Inventory 
Methods, Consolidated Returns, Partnerships, ef al. 

The third volume, necessarily more legalistic, covers 
estate planning, the income tax on decedents, estates 
and trusts, the estate tax and the gift tax. The income 
tax discussion is limited to problems peculiar to the sub- 
ject matter, excluding the major field of individual in- 
come tax determination which in great part is of course 
equally applicable to estates and trusts. 

References and quotations from law, regulations and 
decisions are interspersed liberally throughout. The in- 
dex is exhaustive and convenient to use. The type was 
apparently re-set and the publisher’s work has been 
eminently well done. 

Followers of this work will regret to note the neces- 
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sarily decreasing participation of the senior author. The 
pungent phraseology and strong opinions of earlier edi- 
tions gradually disappear; even the preface—probably 
Montgomery’s main personal contribution to new edi- 
tions—now covers but a single page. He has about de- 
cided that his 30-year crusade for improvement in the 
tax laws is getting nowhere and now says the only thing 
to do is to start over: 

“ . , sometimes things go badly for a long time— 
and then get worse. It’s so with our tax laws. And it 
need not have happened. You cannot write the de- 
tails of all business and financial transactions into a 
tax law. It is being done and it is a dismal failure. I 
would fix a date—say January 1, 1951, when the 
present law would be repealed in toto and replaced 
with one only a few pages long—written in English!” 

ARTHUR M. CANNON 
Associate Professor of Accounting 
University of Washington 


Advanced Accounting. Arthur W. Holmes and Robert A. 
Meier. (Chicago: Richard D. Irwin, Inc., 1950. Pp. 
724. $5.00.) 


Advanced Accounting is the third volume in an inte- 
grated series of accounting texts by Professors Holmes 
and Meier, being preceded by their Elementary Account- 
ing and Intermediate Accounting. This new text follows 
the pattern established in their previous volumes in the 
matter of completeness and clarity of presentation. 

The subjects discussed include Agencies and 
Branches, Mergers, Consolidated Statements, Foreign 
Exchange, Partnerships, Ventures, Accounting for 
Businesses in Financial Difficulty, Estates and Trusts, 
Governmental Accounting, Insurance Accounting for the 
Insured, and Budgets. The order in which the chapters 
are presented may not agree with everyone’s prefer- 
ences, but, as is frequently done, the instructor can 
assign chapters in the order that best suits his special 
requirements. 

At the end of each chapter is included a generous as- 
sortment of problems. According to the authors the 
variety of problems is sufficient to afford an alternate 
selection over a three-year period. The problems are 
graded so that those presented first deal specifically with 
the chapter material and are relatively easy. The higher- 
numbered problems require a greater application of ac- 
counting principles and many of these have been se- 
lected from past examinations of the American Institute 
of Accountants. A careful reading of a number of the 
problems indicates that they have been well selected to 
bring out the salient points of each chapter and to test 
the student’s analytical ability. 

For the most part the material is presented in an 
orthodox manner. In all cases a careful exposition of the 
points involved is presented, followed by one or more 
illustrations. Numerous accounting situations are given 
arefreshing touch by indicating the income tax implica- 
tions, 

As is usual in an advanced accounting text a substan- 
tial proportion of the material is devoted to the subject 


of consolidated statements. The authors have allotted 
five chapters to this material and within these five chap- 
ters an adequate treatment of consolidated statements 
has been presented. It is pleasant to note the element 
of realism introduced into this material with the empha- 
sis on the cost method of carrying the investment in a 
subsidiary. Along the same line, the authors emphasize 
the elimination of 100 per cent of intercompany profits 
even though the subsidiary is less than 100 per cent 
owned. The technique used to prepare consolidated bal- 
ance sheets is similar to that of Finney in his Principles 
of Accounting, Advanced, i.e., when the investment is 
carried at cost a work sheet entry is made to take up 
the parent company’s share of the change in the sub- 
sidiary company surplus since the date of acquisition 
and then the reciprocal elements are eliminated as 
though the investment had been carried on an adjusted 
cost basis. 

Three chapters are devoted to partnership account- 
ing. It is the intent of the authors to cover this subject 
completely in Advanced Accounting as no consideration 
is given to it in their Intermediate Accounting. With this 
object in mind the subject is fully covered, and where 
necessary a short review is provided of the elementary 
principles of partnership accounting. 

Accounting for businesses in financial difficulty com- 
prises three chapters covering receiverships, the state- 
ment of affairs, and the statement of realization and 
liquidation. The latter chapter emphasizes the “new 
form” of the statement of realization and liquidation 
rather than the usual account form. 

The last six chapters cover estates and trusts (three 
chapters), governmental accounting, insurance, and 
budgets. For those who wish to present governmental 
accounting in an advanced accounting course an excel- 
lent treatment of the subject is provided within the 
space of seventy pages. From the scope of the material 
given, students should have a reasonably good under- 
standing of governmental accounting and should be 
able to solve many of the municipal problems included 
in the American Institute of Accountants examinations. 

Professors Holmes and Meier have made a real con- 
tribution in giving us their Advanced Accounting. The 
clarity of presentation should assist students consider- 
ably in mastering the various principles involved even 
though the text material and related problems are 
pitched at a rather high level. 

DONALD J. EMBLEN 
Professor of Accounting 
Montana State University 


Financial Reports of Labor Unions. George Kozmetsky. 
(Boston: Harvard Business School, Division of Re- 
search, 1950. Pp. xi, 280. $3.50.) 


This is a pioneer descriptive survey of accounting and 
financial reports of international labor unions. Kozmet- 
sky’s findings are not new to industrial relations work- 
ers or accountants interested in union accounting. The 
principal value of his study comes from bringing to- 
gether, in a single convenient source, examples of inter- 
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national union reporting practices. The book is written 
in an interesting elementary style and should have con- 
siderable public interest. 

Kozmetsky divides his book into four parts. Part I is 
concerned with general background materials, includ- 
ing Kozmetsky’s opinions on responsibilities of unions, 
how unions are organized, what kind of reports they 
make, purposes of union reports, etc. Union reporting 
practices are treated in Part II. A discussion of the 
nature and purpose of union financial reports is followed 
by detailed studies of an AFL and CIO international. 
Part III deals with current union accounting practices, 
including methods of accounting and reporting, internal 
checks and controls, and independent audits. Part IV is 
concerned with the use of union financial reports, includ- 
ing reporting to the membership and the public. 

Principal findings include the following: (1) union 
reports, while detailed and honest, do not present clearly 
all of the activities of the union or their cost; (2) union 
reports are generally audited by independent CPA’s; 
(3) union reports and reporting practices vary greatly 
from union to union; (4) union reports are widely dis- 
tributed although little attention is given to the manner 
in which they are presented; (5) administrative use of 
financial reports by union leaders is negligible; (6) the 
present unevenness in union reporting is due to rapid 
increase in size of unions, their concentration upon or- 
ganizing activities, and their primary concern with 
“honest” handling of funds; (7) future progress in union 
reporting will come only from improved accounting 
practices and development of standards similar to those 
developed in business. 

In general, unions are concerned with detailed rec- 
ords of cash and other funds and while they report re- 
ceipts and disbursements in great detail, their handling 
of assets, liabilities, and other balance sheet items leaves 
much to be desired. At best, their treatment of de- 
preciation, accruals, reserves, etc., is crude. In many re- 
spects their reports are similar to those prepared in 
business a generation or more ago. Unions do not use 
their reports for budgetary or management control and, 
hence, they are not prepared in a manner suitable or 
appropriate for these purposes. Few unions use com- 
parative statements and many unions apparently are 
afraid that they might reveal information that could 
be used against them by business concerns or rival 
unions. Their reports are not well organized, follow 
hoary traditional forms, and do not present a clear pic- 
ture of their activities. Limitations in this respect are 
observed in detailed descriptions of two of the better 
union accounting systems, the International Ladies’ 
Garment Workers’ Union and the United Steelworkers 
of America. 

Few of the internationals discussed in this study 
published reports of their locals. Most of the unions 
make considerable use of fund accounting although 
few report details concerning their affiliated and sub- 
sidiary units, such as radio stations, real estate, etc. In 
general, unions use a cash rather than accrual basis 
which explains, in part, the unsatisfactory nature of 
their balance sheets. Classification of balance sheet 
items is also weak, as is valuation of securities. Union 


financial officers are generally bonded, and provisions 
are made for internal checks and audits. About 80 per 
cent of larger unions have outside independent audits 
although these appear to be of varying quality. Koz. 
metsky makes numerous well taken suggestions for im. 
provements. 

Kozmetsky gives too little attention to accounting 
problems of local unions, especially the single entry ver- 
sus double entry problem. Accountants familiar with 
fraternal and lodge accounting will quickly recognize 
this deficiency and the limitations thereby imposed upon 
the adequacy of international union reports. More dis- 
cussion of pension and welfare fund accounting would 
have been appropriate in view of the rapid development 
of this type of union activity. Additional emphasis 
might have been placed upon problems arising from dues 
collections, membership stamps, and other basic pro- 
cedures. The author makes several. unfortunate state- 
ments in his discussion of union history. There are two 
indexes, one of unions and the other of subjects. The 
latter is incomplete, e.g., it doesn’t list “single entry” as 
a topic. On the whole, however, the book is an inter- 
esting descriptive work, and while elementary, it opens 
discussion and analysis on a vital topic too long neg- 
lected. 

HERBERT G. HENEMAN, JR. 
Assistant Director Industrial Relations Center 

University of Minnesota 


Case Studies in Auditing Procedure and Case Studies in 
Internal Control. Committee on Auditing Procedure 
of the American Institute of Accountants. (New 
York: American Institute of Accountants, 1948- 
1950. $0.50 each.) 


The eight case studies in auditing procedure and the 
two case studies in internal control represent helpful 
additions to the accounting literature of the era. The 
objective of each case study in auditing procedure is to 
illustrate the auditing procedures applied in an actual 
situation within a given industry, as used by a selected 
firm of accountants. In order to qualify within the limits 
of recognized auditing standards, alternative auditing 
procedures might have been used. The objective of the 
case studies in internal control is to describe the pro- 
cedures employed by selected practitioners in their re- 
view of internal control. It is important to note and 
remember that the case studies in auditing procedure 
have not been reviewed by the various members of the 
Committee on Auditing Procedure of the American 
Institute of Accountants, and are not intended to repre- 
sent the views of that committee; the case studies in in- 
ternal control have been reviewed by the members of 
the committee but are not to be construed as represen- 
tations of the views of the committee. 

Each of the cases in auditing procedure and in inter- 
nal control rightfully and by necessity is specialized for 
a particular company within an industry. This short 
review of the case studies is made on the basis of the 
entire group and does not constitute a review of each 
case. No attempt is made to summarily restate the ma- 
terial already in the cases. 


the sy 
tive 
To 
studie 
lows: 
the st 
the ac 


Per! 
auditi 
acqual 
accoun 
with w 
to bec 

Eac 
comme 
repetit 
lected : 
from 
asa W 
ing pr 
justrat 
which 
of a pl 

Th 
the sa 
differe 
and as 
rally 
comp: 
expens 

Procec 
intern 
engagt 
clear 
as a re 
ing w 
also 
a che 
the u 
speci 
recog! 
of the 
class, 
ities 0 
to the 
study 
much 
dent 
his in 
U 
Fund 
B. 
H: 
Tl 
a stu 
thro 
and 
analy 


Book Reviews 131 


Perhaps the greatest value in the case studies in 
auditing procedure lies in their specialized ability to 
acquaint the student and the practicing certified public 
accountant with the peculiarities of a type of company 
with which he is not familiar, and with which he wishes 
to become acquainted. 

Each case study in auditing procedure has points in 
common with other cases, thereby necessarily forcing 
repetition at those common points. Each company se- 
lected as an illustrative case would differ in some respects 
from each other company in that particular industry 
as a whole; however, the business operations, account- 
ing procedures and applicable auditing procedures il- 
justrated in each selected case constitute a basis from 
which an accountant may proceed with the formulation 
of a plan of examination in any given instance. 

The case studies in internal control in general cover 
the same material of internal control, arranged in a 
different manner for each company, both as to sequence 
and as to the physical form of the questionnaire. Natu- 
rally the same material would be largely covered for 
companies with similar assets, liabilities, revenues, and 
expenses. As pointed out by the Committee on Auditing 
Procedure, the accountant must design the review of 
internal control to fit the specific circumstances of each 
engagement. The studies in internal control afford a 
clear picture of the recommendations made necessary 
as a result of completing the questionnaire and studying 
the system of internal control in effect in each illustra- 
tive company. 

To this reviewer, the values offered in the case 
studies in auditing procedure may be summarized as fol- 
lows: For the practicing certified public accountant, 
the studies constitute valuable reference material when 
the accountant is confronted with a new client concern- 
ing whose business operations he is not familiar, and 
also when a summary review of procedure is desired as 
a check upon the completion of an examination. For 
the university student, the case studies may be used as 
specifically illustrative material in conjunction with a 
recognized auditing text. Instructors might assign each 
of the eight cases to selected student groups within a 
class, have each group summarize the auditing peculiar- 
ities of the company in the group case, and present them 
to the entire class in round-table fashion. In every case 
study, the practices of the illustrated company leave 
much to be desired; this condition should afford a stu- 
dent excellent opportunity to criticize and to develop 
his imagination and sound thinking. 

ARTHUR W. HOLMES 
Professor of Accounting 
University of Cincinnati 


Fundamental Accounting, Theory and Practice. Stanley 
B. Tunick and Emanuel Saxe. (New York: Prentice- 
Hall, Inc., 1950. Pp. x, 914. $6.65.) 


The 703 pages of text material in this volume carry 
a student having no previous knowledge of accounting 
through the basic bookkeeping procedures and devices 
and on to a rather complete discussion of statement 
analysis and partnership accounting, a somewhat super- 


ficial coverage of corporation accounting, and a smat- 
tering of such subjects as cost accounting, budgeting, 
tax accounting, and accounting theory. 

The text is designed for use by either accounting 
majors or those who study accounting “merely as a tool 
subject.” As such, the first half of the book is aimed at 
providing a sound background in fundamentals; the 
remainder takes up a series of topics which although 
related are certainly not well integrated into a logically 
developing pattern. 

The first half of the text is very well done. Students 
are first given an introductory chapter on the business 
background of accounting so that they have a fair con- 
ception of the environment within which accounting 
operates. The reliable balance sheet or basic equation 
approach is used to introduce transaction analysis; 
journalizing, posting, trial balance preparation, use of a 
work sheet, and closing entries follow. The inventory 
problem is then introduced by taking up the bookkeep- 
ing records of a trading concern and this provides a 
foundation for the study of adjusting entries. Further 
attention is then given to work sheets and financial 
statements. Columnar books of original entry and the 
nature of controlling accounts follow. This basic mate- 
rial is well written and illustrated profusely with dia- 
grams, charts, and other illustrations. 

In their preface the authors state that the book is 
intended to be as nearly self-teaching as possible. They 
have been so thorough in developing the text material 
with this end in mind that in some places they have left 
too little for the instructor. There is little he can do ex- 
cept repeat the exhaustive examples and illustrations 
in the text. This is particularly true of the explanation 
of the effect of transactions on the basic equation. 

Some teachers may feel that a little too much empha- 
sis has been placed on technicalities of bookkeeping, es- 
pecially from the point of view of non-accounting 
majors. This emphasis is typified by (1) pointing out 
that the explanation for journal entries always follows 
the credits except for the first entry for a new business 
in which case the explanation must precede the debits, 
(2) illustration of an alternate method of recording cer- 
tain adjusting entries which debits and credits the same 
account leaving space between the entries in the account 
for closing and ruling, and (3) explanation and illustra- 
tion of the journal entry required to establish a sub- 
sidiary ledger when no subsidiary ledger was formerly 
used. Such matters serve to complicate the material and 
add very little to the student’s knowledge of how ac- 
counting might be used as a “tool subject.” One might 
also question the desirability of introducing a work 
sheet before adjusting entries have been studied. Many 
students will have difficulty, as I do, in discovering 
any real usefulness in a simple six column work sheet 
for classifying accounts between the balance sheet and 
income statement. 

Following their generally excellent treatment of the 
basic methods and devices of bookkeeping, the authors 
spend eighty-five pages of text material on the subject 
of negotiable instruments, interest, and discount. This 
requires rather heavy borrowing from business law and 
business arithmetic. Again there is a question of the 
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usefulness of this material to non-accountants and even 
to many accounting majors. 

The remainder of the text loses much of the unity 
which characterized the first half. To a considerable 
extent this is unavoidable if a wide coverage of account- 
ing topics is desired. Almost every topic which one 
might want included in the first three semesters of ac- 
counting is at least touched upon, but there well may be 
considerable disagreement on the extent of coverage 
given some of these. For example, partnership account- 
ing is discussed thoroughly including installment liqui- 
dation and joint ventures. On the other hand the treat- 
ment of corporation accounting, admittedly a difficult 
and complex subject, scarcely touches upon such im- 
portant matters as surplus and surplus reserves. (In- 
cidentally, the authors advocate accounting for treasury 
stock purchased at cost, but record treasury stock ac- 
quired by donation at par, an inconsistency some stu- 
dents may find bothersome.) Again, in a chapter en- 
titled “Managerial Aspects of Accounting,” budgeting 
is given a scant four pages whereas the technicalities of 
insurance and related accounting problems, including 
fire loss accounts, receive approximately eleven pages. 

Wide coverage necessitates limited coverage and in 
most cases the judgment of the authors has been sound. 
One must appraise such judgment, however, in terms of 
the courses into which he will fit the text and this must, 
to a considerable extent, vary with the instructor and 
his curriculum. By careful selection of the material he 
desires an instructor can work out a fairly good course 
extending over three semesters. His students will not 
acquire as intensive a knowledge of many subjects as 
they would with certain other texts but they are almost 
certain to have a more extensive knowledge of a variety 
of accounting matters and problems. 

A chapter on “Tax Aspects of Accounting” covers 
the common returns filed by most companies. Income 
tax returns and requirements are discussed only gen- 
erally and very briefly. 

The text concludes with an excellent but very con- 
densed chapter called “An Introduction to Accounting 
Theory.” Unfortunately it seems quite unrelated to 
the rest of the text in subject matter, method of treat- 
ment, and difficulty of material included. As a basis for 
discussion it would be of considerable value in advanced 
undergraduate courses but is much too difficult for ele- 
mentary students. 

Questions and problems covering 184 pages appear to 
be sufficient for all normal purposes. 

Throughout the text the authors have followed a plan 
of supplying adequate descriptive material to provide a 
background for any new topics discussed. This should 
be of real help to all students, but especially to those 
who have had no previous business background. Other 
praiseworthy features include a careful integration of 
the usefulness of accounting information with the in- 
troduction to financial statements and the use of ledger 
accounts, a thorough but not overdone treatment of 
statement analysis, and helpful summaries at the end 
of each chapter. On the other hand, the order of presen- 
tation is at times a little confusing. Burying statement 
analysis with unrelated subjects way back in the chapter 


on managerial aspects of accounting is not particularly 
effective, and insertion of a chapter on “Business Papers 
and Their Use” between the chapter introducing the 
inventory adjustment and the remaining chapters on 
adjusting entries reduces the continuity so desirable 
at that point. 

Fundamental Accounting follows the new trend in 
accounting textbooks of “bigger and better.” Itis 
certainly larger and more comprehensive than many, 
thus giving an instructor the alternative of driving his 
students beyond their capacity or of carefully working 
over the material to include only that which he con- 
siders most appropriate to his needs. It is better than 
many other texts in its clarity of presentation of basic 
material and in the interest it arouses in the uses of 
accounting information. 

R. K. Mavutz 
Associate Professor of Accounting 
University of Illinois 


Advanced Course in Federal Taxes, 1950. (New York: 
Prentice-Hall, Inc., 1950. Pp. c.100. $1.65.) 


This paper-bound volume consists of over two 
hundred problems and questions relating to the Federal 
income, estate, and gift taxes. The problems are ar- 
ranged in a logical fashion, and the book is intended for 
use in conjunction with any of the publisher’s several 
tax services. Since no textual material is included, it is 
necessary that such a service be available. Each of the 
thirty chapters (arranged on the same basis as the 
Prentice-Hall Federal Tax Course) is preceded by a 
list of selected readings in the Student’s Tax Law 
Service, Federal Tax Guide, and the Federal Tax 
Service. These readings cover the code, regulations, de- 
cisions, editorial matter, and current information re- 
lated to the problems which follow. 

The problems are more difficult than most of those 
included in the publisher’s Federal Tax Course, though 
many are roughly comparable to the research problems 
in that volume. While a large number of them are of the 
“Determine the tax liability” type, many are concerned 
with the controversial areas of taxation and will force 
the student to trace the reasoning of the courts and the 
Bureau of Internal Revenue if he is to arrive at a satis- 
factory solution. The latter should present a real chal- 
lenge. 

The most logical use for the book is as a text ina 
second term or second semester tax course which is 
aimed at giving the student a greater familiarity with 
the tax law as it now exists. As no textual material is 
included and references are limited to the tax services, 
it will be of no value to the instructor who is concerned 
with a philosophical or historical approach to the sub- 
ject. From the standpoint of most teachers, the fact 
that it forces the student to become familiar with the 
technique of using a tax service will be regarded as its 
most desirable feature. 

From the reviewer’s point of view it is to be re- 
gretted that more space and a greater number of prob- 
lems are devoted to the relatively simple aspects of the 
code than to the difficult and complex sections. For 
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example, as much attention is devoted to individual tax 
rates, credits, and the method of computation as is 
spent on corporated reorganizations. In this sense, it is 
merely an extension of the problems in the Federal 
Tax Course. 

The text is accompanied by a teacher’s guide and 
solutions manual which should greatly ease the pain of 
the instructor who adopts the book. A careful program 
of assignments and teaching methods is laid out for his 
benefit. The solutions are concise and well written and 
contain citations to the sections of the code, court 
decisions, etc., on which they are based. 

W. V. MoNEGAN 
Associate Professor of Business Administration 
University of Oregon 


Government and Business. Vernon A. Mund. (New 
York: Harper & Brothers, 1950. Pp. x, 659. $4.75.) 


This is a curious book. It has many of the appear- 
ances of a sound, serious endeavor to give us a compre- 
hensive story about the relation of government to 
business as described in its title. But as we get into it a 
little it becomes, as Alice said, “‘Curiouser and curi- 
ouser.” It bears about the same relation to business 
facts and economics that “Alice in Wonderland” or 
Spenser’s “Faerie Queene” bore to the actual life and 
facts of their day. The physical facts of the social ma- 
chinery of life in Victorian England were used by 
Lewis Carroll to give the fantastic atmosphere of his 
books. In the same way, Spenser used many of the 
names and physical characteristics of Elizabethan 
England and a few centuries preceding that for the 
properties, as we might call them, of the “Faerie 
Queene.” Both of these books have some reference to 
the actual facts of existence in their periods and were 
intended to point out certain tendencies and conditions 
of which the authors either approved or disapproved. 

However, neither Lewis Carroll nor Spenser made 
any pretense that he was describing things as they ac- 
tually existed or might exist. Professor Mund paints for 
us with a most serious, we might almost say dead-pan, 
face a fantastic picture of an economic Never-never 
Land, which he apparently wishes us to take entirely 
seriously, That is the danger of a book such as his. If 
it were meant as a fantasy, it would, perhaps, have some 
value but obviously it is not meant to be taken in that 
way. 

He presents his collection of villains and heroes 
quite as though they were substantially and objectively 
teal. His businessmen and corporation managers are 
all villains but of different types. We have the loud, 
vulgar, robber-baron type; the smooth, vicious, Machia- 
vellian type; the type which seeks to corrupt and in- 
fluence legislation and government action; the ruthless 
type which seeks to overwhelm competitors by repeated 
and mendacious advertising; and we have, of course, 
the type which seeks either to grind the faces of labor 
in the dust in the traditional manner or which seeks to 
ruin the small competitor by the weight of a fright- 
ful burden of unfair competition. In the hit-or-miss and 
rough-and-ready business experience of about forty 
years I have seen or met very few examples of the types 
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of villains which Dr. Mund describes and decorates 
with such an engaging array of horrors and iniquities. 

Dr. Mund’s heroes are equally peculiar. His greatest 
are the attorneys of the Justice Department prosecuting 
antitrust actions and members of regulatory commis- 
sions, which should be practically and substantially, 
according to him, exempt from judicial review. He 
thinks judges are well-meaning old fogies but they are 
encumbered both with too much work and with old- 
fashioned ideas. He thinks it is quite wrong for judges 
to interfere with the determinations of any type of 
administrative or regulatory commission. 

As in so many other fantastic and Utopian writings, 
everything which Dr. Mund says is quite sensible and 
logical once we admit his assumptions. His basic idea 
of government is expressed at the end of Chapter I. 
I quote: 


“Government has three main functions—(1) to 
protect the liberty of its citizens, (2) to promote the 
social welfare, and (3) to create and operate a system 
of economic institutions. Economic institutions are 
social arrangements by means of which business and 
economic life generally are organized, directed, 
conducted, and regulated. In exercising its economic 
function of control, government usually endeavors 
(1) to promote the maximum production of goods and 
services and (2) to provide methods for the de- 
termination of prices and income, so that the in- 
comes which accrue to individuals will be in harmony 
with the public interest.” 


No one, I believe, can say that those views are not 
modern and advanced in that they represent an ex- 
treme interpretation of the Constitution and one which 
has had any wide currency only in, say, the last genera- 
tion or so. With all this new and advanced thought Dr. 
Mund professes an odd and touching nostalgia for the 
days of long ago. He wants time to turn back in its 
flight to when we had middlemen and brokers in all 
sorts of basic commodities. He really seems to think 
it would be desirable if we had merchants who dealt in 
steel and copper and other basic products. I seem to 
remember in my boyhood much talk of the iniquities of 
the middleman and of the economic cost and waste of 
just this method of distribution. However, Dr. Mund 
wishes it were back. 

He also would like to see the restoration of his own 
particular brand of competition. His competition seems 
to be a type in which nobody can ever win much and if 
anybody ever really does win it must have been wrong. 
Tt is a good deal like the Caucus race in “Alice in 
Wonderland” where everybody went round and round 
and everyone got a prize. Whether he really believes 
in this economic antiquarianism is a question because 
almost as soon as he puts forward any of these ideas he 
immediately says, “Well, if it doesn’t work the govern- 
ment must step in; we can’t have what exists now.” 

Apparently nothing can be worse than our present 
condition, which is, according to Dr. Mund, control by 
monopolies, His idea of a monopoly is apparently some 
organization big enough to have some type of leadership 
in an industry. It might have this only by consent and 
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it would certainly not have any legal control. However, 
a control of fifty, forty, thirty or twenty-five per cent 
or even less of the production of any industry is, to 
him, monopoly. His only solution is to break up such 
a monopoly into small units which would be allowed to 
compete under his rules. Failing this, he would have all 
the large corporations declared to be public utilities or 
he would have them taken over by the government in 
some way. He is firmly persuaded that benevolent 
results from privately-owned enterprises which control 
a substantial part but not a majority of the production 
in any one line are necessarily futile and transitory. The 
only good way these organizations can be run is to split 
them up or to have them taken over by the government. 

Dr. Mund is a man of great attainments and his 
range of knowledge and interest is wide. In the mass 
of factual and legal data which he has gathered he has, 
so far as I can see, made very few errors although some 
are rather large and striking (pp. 127, 198). In any 
event, the book is substantial and well-documented. Dr. 
Mund is a good enough debater to realize he must not 
overlook the strong points of his opponents. He, there- 
fore, slaps both the farmers and labor quite sharply on 
the wrist two or three times. The fact that he sees some 
small flaws in government price-supported plans for 
agriculture and that he sees some vague appearance of 
monopoly in some large labor unions and in some labor 
practices seems to him to call for some reproof. 

In business, however, it is quite different. Business 
could not be good under any circumstances as it is now 
constituted. It must break up or be taken over. In 
other words, in place of the light slaps on the wrist for 
agriculture and labor, he thinks that the best thing to 
do for business is to impose the death sentence im- 
mediately. He recognizes some difficulties in this but it 
is quite clear, particularly from his last two chapters, 
that this is what he really wants. 

It is impossible to go into every misconception and 
misinterpretation which this large book of some 650 
pages contains. One of Dr. Mund’s fantasies is that 
large corporations try to keep prices up and restrict 
production. So many examples could be given counter 
to this that it seems almost foolish to give any. The 
development of penicillin, the development of nylon, 
the introduction of the oil flotation process in copper 
refining in the early part of the present century are three 
examples which come to mind immediately. The intro- 
duction of oil flotation in the copper industry changed 
copper from a scarce metal to a relatively common one. 
Without that process, most of the largest producing 
mines at the present time could never have come into 
production and we would have a copper production of, 
perhaps, 20 per cent of the present, if as much as that. 
It was the companies who had deposits not adapted to 
the oil flotation process which made the effort to de- 
velop it as well as the companies which were organized 
to exploit low-grade deposits which could not be 
treated profitably except under that process. The de- 
velopment of industry, in general, in this country be- 
fore it was closely controlled by the government is a 
story of increasing production and lower prices. The 
automobile industry was lowering prices and improving 
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products steadily until the outbreak of the Second World 
War. About the time of the increased intervention of 
government in business automobile prices started to 
rise rather than decline. There is little evidence, and 
Dr. Mund brings forward little, that the government 
has ever done anything since 1933 which had the effect 
of reducing any price to any one. Before that time, 
business and industry made consistent and successful 
efforts to reduce prices in a great many lines, 

Dr. Mund does not like cartels, but he is not very 
severe on the arrangements under which the United 
States government provides for the supplying of sugar 
to this country. As described on pages 484 and 485 
of his book this is about the most perfect realization of 
the dream of a cartel manager which could be imagined, 

The book throughout is clear, interesting and well- 
written. The description of our present monetary sys. 
tem and its objects on pages 45 to 49 is a good example 
of a clear presentation of a complex situation. His 
description of what our government is doing and can 
do to our money is not only plain, it might almost be 
described as unabashed. Dr. Mund seems to see nothing 
whatever wrong with a managed currency, managed 
as ours is at the present time. If we accept his assump- 
tions, the conclusions do not seem fantastic at all. It 
is the assumption which is fantastic, that is, that there 
is no necessity and will be no future necessity for a 
stable, honest and reliable currency. 

This book will probably be used for instruction in 
universities. It will have a wide circulation among busi- 
nessmen. It will surely be received with acclaim by 
many in government circles. If the facts contained in 
this book were presented, classified and analyzed with- 
out bias and without preconceived views, the book 
would be of great value. 

I intend to keep the book in my library and to use 
it for reference on a factual basis. It is a great pity that 
it could not have been written without its obvious 
slant. It represents the attitude of certain government 
employees, that is, that the public should be protected 
but does not have quite enough sense to know what it 
should be protected from and if it did know that, would 
not have sense enough to know how to do it. Therefore, 
the bright crusading young government official should 
be the one to take up the cudgels for the poor, dumb, 
suffering public. 

This would be a good book if everybody who read 
it were required to read another book presenting the 
other side, possibly on a fairer and less slanted basis; 
or if we could have this book with all of the tendentious, 
slanted, inaccurate and unfair passages printed, say, in 
red and the factual matter printed in black. As it is, its 
very merits increase its danger. The obvious qualifica- 
tions and the apparent sincerity of the author also make 
it more dangerous than it would be otherwise. It is 
probably a good book if it is recognized as a polemic 
written from one particular point of view. It could be 
a bad and dangerous book if mistaken for a fair, factual 
and impartial presentation of the subject. 

MAvrRIcE E, PELOUBET 

Pogson, Peloubet & Co. 

New York City 
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Effects of Taxation: Inventory Accounting and Policies. 
}. Keith Butters. (Boston: Harvard Business School, 
1949. Pp. xix, 330. $3.75.) 


The first part of this book attempts to answer broad 
questions as to the magnitude of inventory profits, the 
reaction of business to such profits, the economic sig- 
nificance of different inventory methods and the relation 
of these methods to general concepts of profits. Drawing 
upon statistical summaries and published financial re- 
ports, and relying heavily on field interviews with busi- 
ness executives, accountants, representatives of the 
Treasury Department and the Department of Com- 
merce, officers of trade associations and others, the 
author presents conclusions supported by weight of evi- 
dence and clarity of explanation. 

For corporations not reporting inventories on the 
Lifo method, inventory profits and losses are particu- 
larly large in years when prices change markedly. 
Within given industries or for particular companies the 
size of inventory profits may vary in importance. But 
in industries “in which inventories are large relative to 
other assets, sales markups are relatively low, and price 
fluctuations are wide, inventory profits and losses (if not 
removed from income) often dominate the cyclical flow 
of reported profits.” 

Prior to 1939 there were few companies (largely in 
the petroleum refining, tanning and non-ferrous refining 
industries) using Lifo or related methods which would 
eliminate or minimize inventory profits. The 1938 and 
1939 amendments to the Internal Revenue Code pro- 
vided adequate inducement for the adoption of the 
Lifo method for both reporting and tax purposes. As an 
indication of the extent to which this method is used, 
the author estimated that not less than 13% and possi- 
bly as much as 17% of manufacturers’ 1947 inventories 
were carried on Lifo. 

The opportunity to reduce taxes was an important 
reason for adopting Lifo, although not the only reason. 
Why it was not used by some was accounted for vari- 
ously. In some cases the reason was inertia or ignorance; 
in others, the burden of operating the method, the un- 
importance of inventory profits or other heavy demands 
on management; or that Lifo, in so far as it decreased 
profits restricted dividend distributions. 

From the economic viewpoint, the author examines 
the contrary effects of the traditional methods of inven- 
tory valuation and of Lifo. The former tend to exagger- 
ate instability in our economy through their effect on 
profits and therefore on business decisions and investor 
expectations, while at the same time having the reverse 
effect on the cash position of business through the larger 
taxes that must be paid on inventory profits. Admitting 
the complexity of the problem, the author concludes it 
desirable to adopt a concept of income which excludes 
the distorting effects of inventory profits and losses and 
thereby makes a considered contribution toward greater 
stability in our economy. The use of the Lifo method 
provides consistency in the concept of profits for pur- 
poses of financial reporting, taxable income and national 
income accounting. 

The second part of the book describes the traditional 
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lower-of-cost-or-market method and the Lifo method 
and contrasts the latter with the normal-stock and in- 
ventory-reserve methods. The technical analysis of the 
Lifo method, the special problems involved in wartime 
and peacetime liquidation of Lifo inventories and the 
application of Lifo to the retail method are thorough. In 
each of these areas reporting for financial, tax or na- 
tional income purposes is critically evaluated. This lat- 
ter portion of the book, in its detailed appraisal of alter- 
native procedures is a mine of information for the busi- 
ness executive, the accountant, the teacher and the 
student. 

This book is a valuable contribution to one segment 
of the broader problem dealing with the effects of taxa- 
tion. 

J. A. ROLLER 
Associate Professor in Accounting 
University of Washington 


How to Run a Small Business. J. K. Lasser. (New 
York: McGraw-Hill Book Co., Inc., 1950. Pp. 
xiii, 350. $3.95.) 


Readers of this book who are already familiar with 
Lasser’s handbook style of tax advice will find them- 
selves on familiar ground. Used by the intelligent small 
businessman in the way Lasser suggests in his preface— 
“as a watchman to be sure no important details have 
been overlooked””—the book may prove helpful. There 
are, however, some major defects which impair the 
quality of the guidance offered: (1) overemphasis of tax 
considerations (one gets the impression that tax 
minimization is the major consideration in making 
every business decision); (2) a number of misleading, 
confusing, and erroneous statements; and (3) serious 
omissions, especially in the discussion of plant opera- 
tion. 

Although tax savings are important to businessmen, 
small or large, an excessive preoccupation with tax 
savings has led Lasser to some remarkable conclusions: 
(a) he states that, in making a choice between renting 
or buying an automobile for business use, the business- 
man should select the alternative which minimizes his 
income tax (p. 53). This, in simplest terms, amounts to 
recommending the more expensive of two otherwise 
equally satisfactory alternatives. In addition, he states 
that “If you rent, all your costs are deductible,” but 
depreciation is the only deductible cost he mentions if 
you buy. This is misleading; all costs are deductible in 
either case. (b) Lasser says that income from an invest- 
ment in productive assets should not be taxed until 
after the full investment has been recovered (p. 137). 
(c) He states that, in buying an entire business, one 
should allocate the purchase price to the various assets 
in such a way as to “give you your greatest tax deduc- 
tions and the greatest capital gain on disposal” (p. 139). 
The reviewer recognizes that in such a “basket” pur- 
chase there is a range of indeterminacy in the value of 
each of the assets acquired. But nowhere does Lasser 
suggest a valuation based even in part on the relative 
market value of the assets. If his advice is literally 
followed, the classified balance sheet becomes a sham. 
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This book was written pre-Korean war, and the 
author’s explicitly stated gamble on future reductions 
in the tax rate is understandable. The gamble was lost, 
and readers of this book might have found taking the 
advice very costly. The reviewer agrees that the busi- 
nessman has a right and a desire to minimize taxes, but 
it is likely that immediate tax “savings” (through 
accelerated write-offs and the like) may be more than 
offset by long-run “losses” on inflated future profits 
resulting from the use of fully amortized assets. 

In addition to the excessive emphasis on taxation, Las- 
ser is guilty of a number of unfortunate mis-statements 
and omissions. In two places (pp. 184 and 245) he has 
indicated the following as four alternative methods of 
inventory valuation: cost, the lower of cost or market, 
first-in-first-out, and last-in-first-out. It will be clear 
to this audience that the first two are methods of valua- 
tion and the latter two are methods of computing cost. 
Of the ten pages devoted to pricing for retail stores 
(pp. 186-195), there is only a single sentence to suggest 
the existence of resale price maintenance laws, although 
such laws are dominant considerations in pricing of 
many lines of products in most states. In a five page 
section titled “(How to analyze your customer’s financial 
statements” for credit evaluation purposes (pp. 88-93), 
Lasser recommends to the small businessman a pro- 
cedure no less elaborate than an annual audit of the 
customer’s books by a C.P.A. (in this procedure, inci- 
dentally, he suggests that goods sold but not delivered 
be removed both from receivables (p. 89) and from 
inventories (p. 90); that is, such goods are not assets!). 
One wonders how the businessman gets all the necessary 
details from each of his customers; one also wonders 
about the cost involved and the customer antagonism 
incurred. It should be stated in Lasser’s behalf that he 
also discusses the more common and inexpensive meth- 
ods of checking customers’ credit ratings. 

One may perhaps forgive Lasser’s frequent plugs 
for the C.P.A., but this reviewer questions the advice 
to work out matters of “overstocks, understocks, and 
out-of-stocks” with a C.P.A. (p. 11), rather than with 
someone acquainted with the specific lines of mer- 
chandise. 

Probably the most serious omissions of the book are 
in the area of plant operation. There is no discussion 
of production control. Methods analysis rates a sentence 
or two. Production personnel problems are almost 
completely ignored. The emphasis in the chapter on 
plant operation is almost entirely on buying and selling. 

A possible clue to the shortcomings of this book may 
be found in the preface, where it is stated that the 
book “‘is simply a record of notes made during extended 
years of advising people.” What is good advice to a 
particular client under particular circumstances may be 
very bad advice if generalized for other businesses under 
other circumstances. 

The author has leaned very heavily on the check lists 
of the many Department of Commerce publications 
devoted to specific types of business and has included 
these and many other publications in a comprehensive 
bibliography, arranged by business function and by kind 


of business. This bibliography, will prove useful to those 
seeking more detailed and less tax-biased information, 
Joun R. SUMMERFIELD 
Lecturer in Business Administration 
University of California 


New York University Eighth Annual Institute on Federal 
Taxation. (New York: Mathew Bender & Company, 
1950. Pp. xviii, 1361. $22.50.) 


Major Tax Problems of 1950. Proceedings of the Tax 
Institute, University of Southern California School 
of Law. (New York: Mathew Bender & Company, 
1950. Pp. xiv, 655. $12.50.) 


Reviewing the published proceedings of these Tax 
Institutes is like trying to review an issue of the Read- 
er’s Digest. In glancing through the tables of contents, 
any tax man will find so many articles that he will want 
to read that he is likely to despair. 

The published proceedings of the New York Univer- 
sity Eighth Annual Institute on Federal Taxation in- 
clude 124 papers presented at the nine day Institute 
in November, 1949. The papers were undoubtedly pre- 
sented by the speakers more informally, but the 
published papers have been generously supplemented 
by footnotes and many references. Each paper ana- 
lyzes a specific tax problem in one of the following 
fields: 


(1) Corporate form and corporate reorganization 
(2) Inter-corporate operations 

(3) The stockholder and his corporation 

(4) Specific industries and businesses (tax problems 
of hotels, mining, banking, etc.) 
Questions of business income, expense and 
accounting methods 

(6) Purchases and sales 

(7) Estate tax planning 

(8) Personal and family problems 

(9) Penalties and pitfalls 
(10) Procedural matters. 


(5 


It is amazing to study the titles of the papers and see 
how many tax problems are covered and to realize 
that the N. Y. U. Institutes have been conducted for 
eight years with very little repetition of subject ma- 
terial. 

The published proceedings of the Second Annual 
Tax Institute at the University of Southern California 
School of Law include twenty-five papers presented at 
the three day Institute in October, 1949. The papers are 
generally longer than the papers at the N.Y.U. Institute 
and are concerned primarily with current tax problems 
as affected by recent legislation and court decisions. 
Seven of the papers are on trusts, estates and gifts, 
including problems resulting from the marital deduc- 
tion. Many interesting tax problems arising in partner- 
ships are discussed. The U. S. C. Institute emphasizes 
California problems and will be especially helpful to 
practitioners in western states. 

All of the papers are well written and have been 
carefully prepared. Each writer has made a careful and 
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thorough study of his field. The papers usually give the 
history and background of the legislation and the 
author’s analysis of important decisions and rulings on 
each subject, as well as indicating the trend of future 
decisions. The authors are prominent attorneys and 
accountants in tax work and are well qualified to write 
on the subjects assigned to them. Both books are well 
indexed and have reference tables to the Internal 
Revenue Code and Regulations. 

If you devote most of your time to tax matters, these 
books will be a valuable addition to your library. If 
you are already familiar with a problem covered by 
one of the articles, it is reassuring to read the articles 
to check your thinking. If you are now doing research 
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on any of the subjects, the articles may not answer 
your specific problem but they will guide you and 
shorten your research work. Frequently the writers 
state ideas and concepts very adroitly. This is really 
helpful if you are groping for words to express similar 
ideas. 


If you devote only a small portion of your time to 


tax matters, these books may be too detailed for your 
library. However, the books could easily be worth their 
cost just for one or two articles on subjects important 
to you. 


Lorin A. Torrey 


Ernst & Ernst 
San Francisco, California 
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